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CONSTRUCTION INDUSTRY RECOVERY 
BY THOMAS S. HOLDEN 


OTAL construction volume in 

1937 will equal or possibly ex- 

ceed two and a half times the 
volume of 1933, lowest construction 
year of the depression. Private con- 
struction this year will be about three 
and a half times its 1933 volume, while 
public building and engineering work, 
running somewhat behind last year, 
will be about 75 % greater than in 1933. 
No longer is it being said that recovery 
is principally maintained by Federal 
Government spending; material prices 
and building trades wages have been 
going up, and all the customary indica- 
tions of natural recovery have been 
present long enough to inspire, not only 
confidence in its soundness and prob- 
able continuance, but even definite pre- 
dictions of a coming boom. 

The progress of recovery is outlined 
in Table I, giving contract statistics 
for public and private construction, as 
recorded by F. W. Dodge Corporation. 
It is seen that private work lagged a 
year behind public work, the latter 
having started upward in 1934 and the 
former in 1935. Not until 1936 did 
private construction expenditures equal 


half the current year’s total, but in 
1937 they will probably represent 60% 
to 65%. This year’s decline in public 
construction contracts is not great, but 
it is sufficient to hold the year’s gain 
in total construction volume to a mod- 
erate amount. 

While construction gains in all cate- 
gories have been sufficiently marked to 
bring the industry back to life and give 
encouragement to general business and 
finance, spectacular total volumes are 
still a long way off. This is shown in 
Table II, in which the figures for 1936 
are compared with averages for the 
four years 1925-1928. If the gains of 
the first seven months of this year are 
maintained during the remaining five 
months, the year’s total will reach just 
about half the average figure of the 
four biggest years of the last boom 
period. 

Commercial and industrial buildings 
and residential buildings are largely 
privately financed and owned, and the 
other two groups, public and institu- 
tional buildings and public works and 
utilities, are predominantly but not 
entirely financed and owned publicly. 
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It is worth noting that, in spite of 
spectacular Federal appropriations, 
these last two general categories did 
not, in 1936, reach two-thirds of the 
average volume of 1925-1928. ‘This 
last observation, it must be explained 
in passing, is not an exact statement 
of the relative magnitudes of total 
public construction expenditures in the 
two periods. While it was possible to 
record during the recent years certain 


of this year totaled $231,578,000, com- 
pared with $123,835,600 in the first 
quarter of 1936; the dollar gain in the 
three months was nearly $108,000,000 
and the percentage gain was 87%. 
Second quarter residential totals were 
$284,828,500 this year and $211,009,- 
000 last year, a dollar gain of about 
$74,000,000 and a percentage gain of 
35%. Non-residential building did not 
show any such retardation, and public 


TABLE I 


Construction Contracts AWARDED—37 Eastern STATES 


Public Work 


Private Work Total 


Year 

1933 $ 682,699,600 $ 573,008,800 $1,255,708, 400 
1934 975,431,700 567,676,700 1,543,108, 400 
1935 1,007,176,400 837,378,500 1 844,554,900 
1936 1,329,685, 500 1,345,610,500 2,675,296, 000 
1936 (1st 7 months) 790,441,900 741,633,400 1,532,075, 300 
1937 (1st 7 months) 682,897, 500 1,132,356,400 1, 815,253,900 
Source: F. W. Dodge Corporation. 


portions of the construction work done 
on force account under the CWA and 
the PWA, it was not possible to record 
all of it, since a considerable volume of 
work has been done under local admin- 
istrations, with bulk purchases of 
materials and no records of identifiable 
separate construction projects reported, 
either to the WPA headquarters at 
Washington or to the Dodge organiza- 
tion. However, the figures shown here 
are sufficient to indicate that it was 
the amount of Federal contracts and 
Federal aid to local communities, 
rather than the total volume of public 
improvement projects, that was with- 
out previous precedent. 


Rapid Building-Cost Increases 

A phenomenon frequently observed 
in the midway phase of a recovery 
movement took place during the first 
half of this year. There was some re- 
tardation of the rate of increase of 
residential building, in large part due 
to rapid increases in building costs. 
Residential contracts let in the 37 
eastern states during the first quarter 


works and utilities received a new in- 
jection of Federal funds in June, so 
that the general upward trend of con- 
struction activity as a whole was 
scarcely interrupted. 

The building cost increases of the 
first half of this year were generally less 
spectacular than might have been in- 
ferred from the amount of publicity 
that was given them, but they were 
fairly substantial in amount. Averages 
of Boeckh’s index numbers of construc- 
tion costs of single-family houses in six- 
teen cities were as shown in Table III. 

Public outcry against rapidly rising 
costs and the retardation of progress 
in residential building recovery prob- 
ably served to some extent as a check 
on further cost increases at a too rapid 
rate. The moderate increases noted in 
Table III for July and August may 
indicate that such is the case. In eight 
of the sixteen cities included in these 
combined index numbers, costs were 
slightly lower in August than they had 
been a month or two previously. ‘The 
Bureau of Labor Statistics index num- 
ber for wholesale prices of building 
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materials registered a slight drop in 


June. 


Halfway Up in Recovery Cycle 
While the course of building costs 
during the remainder of 1937 and in 
1938 is still uncertain, this year’s ex- 
perience has served to show that con- 
§ struction industry recovery is still in 


) the stage where rapidly rising prices 


and wages are apt to have an adverse 
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activity has been growing in volume, 
and the national income has moved 
continuously upward. Mortgage inter- 
est rates are comparatively low and 
mortgage money is generally plentiful 
for good loans. All these factors point 
to a steadily increasing economic de- 
mand for new construction. 
Furthermore, neither security mar- 
kets, general business, nor construction 
has yet arrived at the highly specula- 


TABLE II 


ComPARISON oF CurRENT ConstrucTION VOLUMES WITH THOSE OF Boom Periop 


Change, 7 Months 1937 








& Average 
Class Groups 1925-1928 1936 over 7 Months 1936 
© Commercial and Industrial Buildings $1, 323,342,100 $ 447,155,200 Up 67% 7o 
B Residential Buildings 2,695 ,121,000 801 ,623 , 800 Up 47% 
4 Public and Institutional Buildings 997,994,200 506, 104,500 Down 12% 
| Public Works and Utilities (heavy engineering) 1,313, 188,200 920,412,500 Down 4% 
$6,329,645,500 $2,675,296,000 ‘U Pp 19% 


Tota! 
Source: F. W. Dodge Corporation. 
effect on building demand. Recalling 
the parallel situation in 1923, when 
rapidly rising costs were immediately 
followed by a temporary decline in 
construction volume, and the subse- 
quent comparative stabilization of costs 
that continued through the succeeding 
boom period, it seems likely that fur- 
ther price and wage increases may be 
fairly gradual and moderate for some 


TABLE III 
Construction Costs, SincLeE-Famity Houses 
(Boeckh’s Index. The base is the United States 
average for the years 1926-1929 taken as 100.) 
Frame Houses Brick Houses 


July, 1 86.6 93.1 
December, 1936 87.9 94.7 
Jan lary, 1937 g1.6 98.2 
June, 1937 98.2 104.8 
July, 1937 98.6 105.3 
Aug 1937 99.3 106.1 
time to come, unless general com- 
modity prices should start moving 


upward at a more rapid rate than 
heretofore. 

Parallel with price and wage in- 
creases and mounting volume of con- 
Struction, residential and commercial 
building occupancy and rentals have 
been steadily increasing, real estate 








tive phase which customarily comes 
and persists for an extended period 
before a peak is reached, the market 
oversupplied, and the way paved for 
a major recession. The economic fac- 
tors having a direct bearing on con- 
struction are all favorable to activity 
on a continually increasing scale. 

It may be safely concluded from the 
facts cited above that the construction 
industry in 1937 is approximately half- 
way up in a major recovery cycle and 
that there is a very reasonable expecta- 
tion of continually increasing volume 
for a year or more to come. 

Rather definite predictions have 
been made as to the duration of the 
current upward movement of construc- 
tion activity, some placing the peak in 
1941, some in 1942, and some in 1943. 
Such predictions are being made on the 
basis of studies of long cycles which 
have indicated major swings of 16 to 
20 years from peak to peak. The writer 
questions whether construction data 
of the more remote past are sufficiently 
comprehensive or so completely ap- 
plicable to present conditions as to 
enable us to predict the future with 











4 


mathematical accuracy. As H. D. Hen- 
derson, British economist, stated in 


the June bulletin of Lloyd’s Bank, Ltd.: 


The trade cycle, though a real, is far 
from being a standardized phenomenon. 
The present trend of trade is peculiar in 
several important respects, and suggestions 
as regard to policy, if they are to be helpful, 
must be based on an appreciation of these 
peculiarities. 


The magnitude of the current re- 
covery is apt to depend very largely 
upon certain peculiarities of the con- 
struction situation, and its duration will 
depend very much upon the speed with 
which the highly speculative phase 
comes into being. A rapid unchecked 
rise in costs, or a rapid unchecked in- 
crease of speculative financing, might 
speed up activity with a much greater 
acceleration than has yet been seen 
and, at the same time, bring the next 
peak earlier than would be the case 
with more orderly increases at com- 
paratively stable cost levels. 


Economic Expansion 


The important peculiarity of the con- 
struction industry, as differentiated 
from other industries, is that in any 
given period it produces new structures 
for marginal groups of people rather 
than for the whole population. Con- 
struction demand, beyond ordinary 
repairs and replacements, comes from 
new needs, not from needs that recur 
regularly over short periods. It is de- 
pendent upon those factors which 
represent economic expansion. Conse- 
quently, any long-range view of con- 
struction activity must take most 
seriously into consideration the factors 
making for expansion. Among the ex- 
pansion factors that have operated 
most conspicuously during the past 
history of the United States have been: 
annexation and colonization of terri- 
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tory, industrialization, railroadization, 
motorization, electrification, natural 
increase of population, and immigra- 
tion. Profound changes in certain of 
these factors were a peculiarity of the 
recent depression, and the kind of ad- 
justment that is being made to these 
changes is a peculiarity of the current 
recovery. 

A brief summary of the forces that 
made the extraordinary construction 
boom of the late 1920’s shows that a 
number of those forces are present to- 
day in considerably diminished mag- 
nitude. The enormous construction 
volumes of the 1920-1929 decade, the 
second half of which constituted the 
boom period, resulted in large measure 
from the following powerful influences: 

1. The largest numerical increase in 
population (17,000,000) for any census 
decade in the country’s history. A very 
thorough and careful study has indi- 
cated that at least half the construction 
volume of 1920-1929 was for the ac- 


commodation of the 17,000,000 new ~ 


people. 

2. During the second half of the 
decade, a wave of migration from coun- 
try to small towns, small towns to 
cities, cities to metropolitan centers. 
Rapid city growth brought with it 
tremendous speculation in city real 
estate and construction of urban-type 
buildings on an unprecedented scale. 

3. The coming of age of the auto- 
mobile industry, with enormous expan- 
sion of output, effecting profound 
changes in modes of living and doing 
business, and requiring construction oi 


highways, garages, and service stations . 


in tremendous volume. 

4. America’s change from a debtor 
to a creditor position, followed by large 
importations of gold, led to a general 
expansion of credit, creating a wave of 
financial speculation and an oppor 
tunity for issues of bonds (public im- 
provement bonds, first mortgage bonds, 
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cuaranteed mortgage participation 
certificates) in unprecedented amounts, 
the proceeds of which were used for 
construction of a surplus of urban-type 
buildings. 

These four factors were unique ex- 
periences in the country’s economic 
history, which accounts not only for 
the magnitude of the last construction 
boom but also in large degree for the 
extent and duration of the recent de- 
pression. In many ways the changes 
and adjustments that have been and 
are taking place are as profound and 
far-reaching as those that came to a 
head in the Civil War period. 

Economic expansion during the 
greater part of the period from the 
adoption of our Constitution to the 
Civil War was predominantly moti- 
vated by annexation and colonization 
of new territory. Some time before 
the Civil War, however, this country 
saw the beginning of railroads and 
modern industry; and the major eco- 
nomic issues of the Civil War arose out 


of the irresistible urge of these new 


factors to transcend the economic and 
political limitations of the hitherto 
dominant land-exploitation and land- 
expansion psychology. After the Civil 
War extension of railroads and indus- 
trialization emerged as the dominant 
factors in the country’s economic ex- 
pansion. Their emergence was signal- 
ized by a practically settled policy 
of high protective tariffs, subsidies 
for railroads, establishment of a na- 
tional banking system, and wholesale 
immigration. 

While the era of rapid railroad ex- 
pansion came to a close about the turn 


| of the century, the national program of 





industrialization continued. It was not 
until 1924 that immigration was drasti- 
cally restricted, an action which not 
only signalized a turning point in our 
rate of population growth, but also 


indicated that the urge toward rapid 
industrial expansion, which had re- 
quired huge importations of labor, has 
lessened its force. Paying off the debts 
owed to foreigners for capital borrowed 
to finance our railroads and industries 
marked finis to another phase of our 
economic development. The expansion 
impulses that were born in the 1840’s, 
which came to a crisis in the Civil War 
and received a tremendous acceleration 
as an outcome of that conflict, were 
largely spent by the middle of the 
1920-1930 decade. 

Thus the colonization, or land- 
expansion, period of this country’s 
economic history, which came to a 
fairly definite close with the Civil War, 
was followed by an industrialization 
period which appears to have come to 
some sort of terminal point, or turning 
point, in the 1920’s. While it does not 
necessarily follow, and in fact is not 
probable, that we have reached or are 
approaching a static period, neverthe- 
less we must look for evidence of new 
forces making for further economic 
expansion, forces of sufficient magni- 
tude to demand of the construction 
industry something more than repair 
and replacement work. 


New Expansion Impulses 

In the field of industry, electrifica- 
tion appears to be the one expansion 
program that has probably not yet 
reached its peak and is by nature 
sufficiently far-reaching to effect eco- 
nomic changes comparable to those 
brought about by the railroad and the 
automobile. This country has still to 
catch up with some of the other more 
advanced industrial nations in domes- 
tic and rural electrification, as is now 
generally recognized, and the current 
conflicts between advocates of public 
development and ownership and those 
favoring private ownership signalize 
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the importance of this industry for our 
future economic expansion. Direct re- 
sults for construction are seen in new 
dams, transmission lines, rural electri- 
fication, and the like. Secondary results 
of tremendous importance are apt to 
come from relocation of industry and 
development of new communities. It 
remains to be seen whether the amount 
of future new construction traceable to 
electrification will be as great as that 
which was in the past brought about by 
railroads and automobiles. 

Many people have been looking to 
the construction industry itself as the 
one which may possibly lead the way 
in a new expansion program, an idea 
that has been greatly encouraged by 
the very considerable discussion that 
has been going on as to housing needs 
and potential housing demands. The 
potentialities of new materials, new 
equipment, new construction methods, 
new architectural styles, and new 
planning concepts have stirred the 
imaginations of many people. This 
writer, however, questions whether 
any conclusive evidence is yet in sight 
to show that such is to be the case. 
While construction of new capital 
goods is an essential part of any 
program of economic expansion, our 
experience to date has been that the 
urge for expansion has come from a 
source outside the construction indus- 
try itself. 

In spite of the undoubted merit of 
many of the new materials and building 
accessories that are offered in the mar- 
ket today, they have not so far tended 
very far in the direction of lowering 
the cost of building. Most of the 
modern improvements are well adapted 
for installation in existing buildings, or 
for alteration and modernization of 
existing buildings. Consequently, their 
effect in creating a demand for new 
building is somewhat limited; although 


they tend to make existing building; 
obsolete, they do not create an urge 
great enough to overcome the high 
cost of scrapping existing buildings on 
any wholesale plan. In short, the 
producers of parts for the building 


industry (materials, accessories, con- — 


veniences) have made enormous prog. 
ress, which has thus far outstripped the 
methods of assembly. 

Modern methods of organization for 
efficiency and economical procedure in 
actual construction operations are ap- 
plied in a high degree to large-scale 
urban projects (office buildings, fac- 
tories, schools, hotels, large-scale hous- 
ing projects, monumental building, 
etc.). Our large contracting organiza- 
tions probably lead the world in the 
capacity to erect a large building ina 
relatively short time. Machine proc- 
esses for excavation and assembly are 
used in large measure. However, even 
in this field, handicraft methods and 
materials persist (masonry walls, plas- 
tering, tile-setting, etc.). The general 
contractor’s job still consists in co 
ordinating a large number of handicraft 
trades. 

The smaller buildings (houses, pri- 
vate garages, store buildings), most 
numerous of all kinds and reaching a 
much larger total investment than 
large urban buildings, are usually 
produced one at a time or a few ata 
time. The more expensive grades are 
designed by architects and built under 
general contract, the less costly ones 
designed and built by local builders, 
frequently men without much tech- 
nical training. Housing developers, 
even large companies, nearly always 
build for quick sale and build a few 
houses at a time. The large, well- 
capitalized, home-building company, 
producing 1,000 houses or more pet 
year, as they exist in England, are only 
beginning to appear in the United 














dings 
urge 
high 
gS On 
, the 
ilding 


COn- 


Prog- 
d the 


yn for 
1re in 
€ ap- 
“scale 
. fac 
hous- 
ding, 
niza- 
n the 
rina 
proc- 
y are 
even 
; and 
plas- 
neral 
1 CO 
craft 


| pri- 
most 
ing a 
than 
ually 
ata 
3 are 
nder 
ones 
ders, 
tech- 
pers, 
ways 
few 
well- 
any, 

pet 
only 
ited 


a TTB ERELS: cit 


7 





States. If Ford cars were assembled to 
order from special or plan-book designs 
by local mechanics, you would have a 
parallel to the home-building industry; 
most of the cars so produced would be 
poor in quality and much more costly 
than the factory-assembled car. The 
general run of medium-grade apart- 
ment buildings, usually built for specu- 
lative sale, are produced in much the 
same way as are speculative small 


houses. 


Industrialized Home-Building 


Organization of large home-building 
companies as modern industrial enter- 
prises has been proved practical in 
England, with consequent cost reduc- 
tions and broadening of the market. 
This appears to be the only way that 
construction of itself can generate its 
own expansion. While the probability 
of substantial development along these 
lines in this country is very great, there 
are still many obstacles to be overcome 
before much progress will be made, 
obstacles inherent in those features of 
the construction industry which differ- 
entiate it strongly from other industries. 

Since the final product of a building 
Operation, a structure on a site, is a 
parcel of improved real estate, it is 
economically and legally in a different 
category from any other manufactured 
goods. The final assembly job, regard- 
less of any amount of potential pre- 
fabrication, must be done in the field 
and not in the factory. The product 
“~ is unusually complex, consisting 
OT: 

-: Shelter (walls, roofs, floors, open- 
ings). 

2. Utilities (heating, plumbing, air 
conditioning, elevators, etc.). 

3. Environmental factors (orienta- 
tion, site, proximity to public utilities, 
transportation, social, educational, and 
recreational facilities, etc.). 
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All these elements create cost factors 
which must be controlled, together with 
the cost of financing, which has been 
very high in this country under our 
individualistic system and our outworn 
concepts of the nature of mortgage 
banking. In England a large home- 
building company erects a thousand 
or more houses a year in planned- 
community projects, thus achieving 
real economies of quantity production. 
But even this would not be enough to 
bring costs down to the level of the big 
potential market of small-income fami- 
lies, if the building societies (which 
correspond to our building and loan 
associations) were not organized on a 
large-scale basis, as is also the legal 
business handling transfer of titles. 

There has been in this country a 
start toward industrialization of home- 
building and a start toward a modern 
system of home-financing with some 
reduction of financing costs, but we are 
still far away from any large scale pri- 
vate-enterprise housing program com- 
parable with that which has been 
going forward in Great Britain. Appar- 
ently, the development of integrated 
industrial units sufficiently large to 
reduce housing costs will be necessary 
if the construction industry is of itself 
to initiate a period of economic expan- 
sion. Our experience, to date, with 
government-subsidized housing offers 
little evidence that this is a method 
likely to induce directly a general 
economic expansion, though it may 
prove as useful as it has been in 
England in stimulating private enter- 
prise to organize for production of 
genuine low-cost housing. 

In consequence of all these consider- 
ations, the many estimates of the 
country’s housing requirements that 
have been made and broadcast to the 
public must be carefully weighed be- 
fore they can be accepted as programs 
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likely to be actually realized in the 
near future. A very careful estimate, 
made by Blaine A. Davis, research 
assistant to the chief appraiser of the 
Equitable Life Assurance Society, was 
published recently in the Journal of 
Real Estate Management. Mr. Davis’s 
figures, based upon the trend of 
immigration, the falling birth rate, 
and the increased death rate, and on 
assumed continuance of the same 
demand-creating forces that have ex- 
isted heretofore, indicate a probable 
production of 5,000,000 new family 
units between 1930 and 1945, or about 
333,000 a year. While this estimated 
average figure is far short of the pro- 
duction of the peak years of the 1920’s, 
and also far short of the more optimis- 
tic forecasts of 750,000 and 1,000,000 
units a year that have been widely 
discussed, it is much larger than any 
annual volume yet attained in the 
current revival. Production of new 
housing units in 1936 was about 150,- 
Ooo units. 

Estimated needs based solely upon 
data on the quantity of low-standard 
housing existing in the country cannot 
be immediately accepted as measures of 
potential demand, as they appear to 
have been in the larger estimates that 
have been published. The extent to 
which housing needs are generally 
satisfied by modernization, conversion, 
and subdivision of existing buildings is 
apt to be overlooked in our promotional 
zeal for showing the possibilities of a 
greatly expanded housing market. 


Toward More Civilized Living 

In addition to housing needs, there 
has also become evident a strong de- 
mand for community improvements, 
social and recreational facilities, and 
similar projects tending toward higher 
standards of family and community 


living. Consequently, the new phase 
of economic expansion in this country, 
ushered in by the last boom and the 
recent depression, would seem to be in 
the nature of qualitative rather than 
quantitative growth. The era of indus- 
trialization is to be followed by an era 
of civilization if our economic, social, 
and political machinery can be prop- 
erly adjusted to function in that 
direction. 

Among the principal features of the 
new phase are the gradual trend toward 
stable population, decline of specula- 
tion as the dominant motive force in 
real estate and building operations, 
enhanced volume and importance of 
investment building, enlarged city- 
planning and community-planning ac- 
tivities, and a changed concept of 
mortgage financing, from the basis of 
so-called permanent debt to the basis 
of long-term credit with periodic 
amortization. 

While these new factors are all in 
operation today, they have not yet 
progressed far enough to dominate 
construction activities. Population is 
still increasing, even though at 4 
slackened rate; the number of families 
is still increasing more rapidly than 
the number of people; there is still a 
considerable migration of industry and 
business and population. These trends 
persisting through the current recovery 
cycle tend to keep alive speculative 
psychology and to obscure the need for 
and the gradual emergence of new 
methods and new concepts. It is quite 
possible that new trends will become 
dominant after another sizeable reces- 
sion in construction rather than before. 
If this proves to be true, and the 
present revival develops into a specula- 
tive boom, it is likely to be somewhat 
less in magnitude and duration than the 
boom of the late 1920’s. 
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BRITISH HOUSING ACTIVITY 
BY SIR CHARLES MORGAN-WEBB 


OUSING activity in Britain 
since the War is divided into 
two distinct and approxi- 

mately equal periods of eight years. In 
the first period, extending from the 
financial year 1920-1921 to the year 
1927-1928, the building industry, which 
had been completely disorganized by 
the War, was stimulated into activity 
by a comprehensive system of sub- 
sidies. This may be termed the Subsidy 
Period. 

During the second period, commenc- 
ing in the financial year 1928-1929, sub- 
sidies have been completely withdrawn 
from normal building activity, and 
concentrated upon one particular form 
of unremunerative housing develop- 
ment, namely, the provision of housing 
accommodation for families displaced 
by schemes of slum clearance and 
prevention of overcrowding. 

The first four years of this second 
period were occupied with the gradual 
withdrawal of subsidies from various 
sections of the building industry. A 
precipitate abandonment would have 
been fatal to the industry so recently 
stimulated into activity. The with- 
drawal was effected so gradually, and 
with such skill, that, except for one 
year, 1928-1929, there was no marked 
diminution of house building. After 
this one setback, house building pro- 
gressed so rapidly that it soon out- 
distanced the achievements of the 
Subsidy Period. Before considering the 
housing activities of the past few years, 
it will be convenient to take a brief 
glance at the measures adopted to re- 
vive the building industry from its 
state of collapse after the War. 





Measures to Revive Building 


Some measures were imperatively 
necessary. The housing conditions of 
the working classes after the War were 
intolerably bad. The cessation of all 
building and reconditioning of houses 
for a period of five years resulted in the 
overcrowding of two, three, four, and 
more families in dwellings scarcely fit 
to accommodate one family. Private 
enterprise proved itself unable to take 
any steps to improve these conditions. 
The cost of building materials was 
high. Wages were high. The rates of 
interest were high. It was impossible, 
with these high costs of the factors of 
construction, to build houses that could 
be let at rentals within the financial 
capacity of the working classes. 

The position was one of complete 
stalemate. The Ministry of Health, the 
Department of the British Govern- 
ment concerned with housing problems, 
was compelled to intervene. It took 
drastic action in two directions: 

1. The local government authorities 
(County, Borough, and District Coun- 
cils) were made responsible for financ- 
ing all necessary housing not supplied 
by private enterprise. 

2. Generous subsidies were given 
both to the local authorities and to 
private enterprise to stimulate the 
building of the class of houses most 
urgently needed—small dwellings for 
the housing of the working classes. 

Some time elapsed before it was pos- 
sible to fix the amount of subsidy best 
calculated, with due regard to financial 
considerations, to secure the maximum 
output of houses. After numerous 
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experiments and changes, fixity was 
achieved in 1924, when subsidies were 
paid according to the following scales:! 


£7 10s. ($37.50) per annum for forty 
years for houses built in a town 

£11 ($55) per annum for forty years 
for houses built in the country 


The Subsidy Period 


This double stimulus was effective. 
Eight months after the Housing Act of 
1919, prescribing these measures, was 
passed, local authorities had submitted 
to the Ministry of Health housing 
projects involving a total cost of $208,- 
620,000. Private enterprise followed 
suit, and during the financial year 
1920-1921 (April, 1920, to March, 
1921), 28,000 houses eligible for subsidy 
were constructed, as compared with 
6,000 houses built in response to the 
normal demand. This modest total of 
34,000 houses was expanded, largely 
by means of subsidy, to a total of 
238,914 houses erected in 1927-1928. 
The contrast between the first and last 
years of the Subsidy Period, together 
with the total housing achievement of 
the eight years, may be seen in Table I. 








TABLE I 
British Housinc: Numeger or Houses Buitt, 
1920-1928 
1920- 1927- 8-Year 
Houses Built by: lQ2r 1928 Total 
Local Authorities 
(subsidized) 16,000 104,034 411,822 
Private Enterprise 
(subsidized) 12,000 74,548 310,359 
Total Subsidized 28,000 178,582 722,181 
Private Enterprise 
(not subsidized) 6,000 60,332 382, 387 
Total 34,000 238,914 1,104,568 


It was originally intended to confine 
the benefits of the subsidy policy and 
of the building activities of the local 
authorities to the poorer sections of 
the working classes. The size, accom- 


1 Conversion rate: $5 = £1. 





modation, and equipment to be pro- 
vided for all houses eligible for subsidy 
were carefully prescribed in order that 
they should be kept within working 
class standards. But the Ministry of 
Health made a fatal miscalculation. It 
attempted to raise the standard of 
working class housing accommodation 
at the same time that it was rectifying 
the grievous shortage of houses. These 
two divergent objectives frustrated 
each other, and operated to deprive 
the poorer sections of the workers of 
the benefits of the subsidies given on 
their behalf. 

Both the local authorities and pri- 
vate enterprise tended to build an 
undue proportion of the better class 
dwellings permitted within the pre- 
scribed subsidy limits. Even with the 
help of subsidies the great majority 
of the workers found themselves unable 
to pay the rents of these superior 
dwellings, and large numbers of middle 
class families, themselves suffering from 
severe housing congestion, took advan- 
tage of the fact and occupied the houses 
built for the workers. Meantime, the 
number of houses with rentals the 
workers could afford fell far short of 
the demand. 

The Ministry of Health was pro- 
foundly dissatisfied with this miscar- 
riage of its intentions. While seeking 
for a remedy, its hands were forced by 
financial considerations which auto- 
matically solved the problem. 

In 1928 the financial stringency, 
which was later to develop into the 
severe depression of 1930-1931, im- 
posed a severe restriction on the hous- 
ing subsidy policy. Subsidies were first 
of all withdrawn from all classes of 
houses which experience had proved to 
be beyond the financial capacity of the 
low-income section of the workers. The 
Ministry of Health also took advantage 
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of the falling costs of construction to 
withdraw subsidies successively from 
all houses constructed by private enter- 
prise, and from all houses financed by 
local authorities, except those erected 
to provide accommodation for families 
disturbed by slum clearance or schemes 
to remedy overcrowding. 


Withdrawal of the Subsidies 


The withdrawal of subsidies was 
gradual, being spread over the four 
years 1929 to 1932. These four years 
coincided with the period of severe 
trade depression which forced Britain 
to abandon the gold standard. The 
building industry exhibited a remark- 
able vitality during these four years, 
sturdily resisting the double handicap 
of severe trade depression and whole- 
sale withdrawal of subsidies. The hous- 
ing statistics for the four years of 
depression, as given in Table II, illus- 
trate how private enterprise almost 
doubled its outturn of unsubsidized 
houses (from 64,740 to 128,418) during 
this period. 





TABLE II 
British Housinc: Numsper or Houses Buttt, 
1928-1932 
Number of Houses Built 
Not 
Year Subsidized Subsidized Total 
1928-1929 104,792 64,740 169,532 
192\)-1930 112,057 90,491 202,548 
1930-1931 55,874 125,368 181,242 
1931-1932 70,061 128,418 198,479 
Total 342,784 409,017 751,801 


Except for the initial year and the 
year 1930-1931, these four years of 
depression witnessed an increase in the 
total number of houses built, the in- 
crease in the non-subsidized houses 
more than compensating for the decline 
in the number of houses subsidized. 
Even in the worst year of the depres- 
sion, 1931-1932, there was a small 
increase of 3,000 non-subsidized houses 


over the number constructed in the 
previous year. 

There were several reasons for the 
vitality shown by the building industry 
during this difficult period. Perhaps 
the most important reason was the 
decline in building costs. The Ministry 
of Health utilized its subsidy policy 
effectively in securing this reduction 
in the costs of construction, withhold- 
ing subsidies in all cases of abnormally 
high costs, and ruthlessly cutting out 
all unnecessary expenditure from the 
estimates sent to it for approval. Table 
III exhibits the substantial decline 
from the high post-war costs of con- 
struction to the low costs, for the same 
types of houses, which permitted the 
withdrawal of subsidies. 


TABLE III 
British Hovusinc: Cost or CoNsTRUCTION FOR 
SELECTED YEARS, 1920-1928* 
Year Five Roomed Houses Four Roomed Houses 


1920 $4,720 $4,275 
1921 3,990 3,485 
1922 2,565 2,180 
1925 2,435 2,185 
1927 2,185 1,840 
1928 2,065 1,695 


* Conversion rate: $5 = £1. 


These costs are for construction only, 
and do not include costs of land or costs 
of development (roads, sewers, drain- 
age, etc.). Developmental costs range 
between wide limits, according to posi- 
tion and to many other factors, and 
did not decline to the same extent as 
the costs of construction. As a general 
average, the cost of land during the 
Subsidy Period worked out at $70 per 
house, and the cost of development at 
$350 per house. But these averages 
conceal wide variations, in both house 
and locality, in these items of cost. It 
is necessary to add sums ranging from 
$300 to $600 to the costs in Table III 
to get some approximate conception 
of the total costs per house. 
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Before leaving the subject of costs of 
construction, it is necessary to state 
that, whereas the structure of British 
houses compares quite favorably with 
the structure of corresponding houses 
in the United States, the equipment 
and amenities of the British house 
would be much inferior to those sup- 
plied in American houses. The sanitary, 
heating, hot water, and kitchen equip- 
ments provided for houses in the United 
States are on a much higher standard 
than those provided in Britain. It 
should be said, however, that in the 
past two years, since the intense hous- 
ing shortage has been remedied, much 
greater attention is being given to 
improving the equipment of all British 
houses now being constructed. 

Apart from the low costs of con- 
struction, there is another strong reason 
for the vitality of the British building 
industry during the years of depression, 
1929-1932. Of the various factors com- 
prising private enterprise, the building 
societies, corresponding to the Ameri- 
can building and loan associations, 
responded most effectively to the 
post-war policy of the Ministry of 
Health. They had already achieved an 
important position in housing admin- 
istration and finance prior to the 
War, but since the War they have 
strengthened their position year by 
year, until they now occupy a pre- 
dominant position in housing finance. 
There are over a thousand building 
societies in Britain; their membership 
exceeds three millions and their assets 
are over three billion dollars. The 
extent to which they dominate the 
finance of house building in Britain is 
demonstrated by the fact that in 1936 
they issued 251,653 house building 
mortgages. This may be compared with 
the average of 255,245 unsubsidized 


houses built, per annum, during the 
past three years. 

During the Subsidy Period (1920- 
1928) the Ministry of Health perceived 
the advantage of cooperating with the 
building societies in the revival of 
housing activity. The policy of assisting 
the working classes by subsidizing 
the construction of houses intended 
for their accommodation was supple- 
mented by a policy of assisting the 
middle classes to purchase their own 
houses by amortization instalments. 
This policy of deferred house purchase 
was operated through the agency of the 
building societies. 

The method adopted by the Ministry 
of Health was the promotion of co- 
operation between the local authorities, 
the building societies, and the building 
industry. Normally, the building so- 
cieties were prepared to advance 75% 
of the purchase price, or, if the house 
was as yet unbuilt, 75% of the cost of 
construction, to an approved member. 
The Ministry of Health arranged that 
this advance should be supplemented 
by an additional advance of 15% by 
the local authority in whose jurisdic- 
tion the house was situated. This 
brought the total advance on the 
purchase or construction of a house to 
90%, and left the purchaser to provide 
initially only 10% of the purchase 
money or gross cost of construction. 

Alternatively, the local authority, 
instead of actually advancing 15% of 
the purchase money, could guarantee 
the loan up to 90% of the purchase 
price, enabling the building society to 
extend its loan to that limit. 

This high proportion of 90% of the 
purchase money advanced was guaran- 
teed by two safeguards. Both the 
building society and the local authority 
participating in the advance paid great 
attention to the personal security of 
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the prospective purchaser. Not satisfied 
with the security of the building mort- 
gaged, they made careful inquiries into 
his credit-worthiness. His capacity to 
pay the amortization instalments as 
they fell due, without any undue strain 
upon his financial resources, was thor- 
oughly investigated. The risk of sub- 
sequent default was greatly minimized 
by the care with which the amount of 
the advance (and consequently the 
class of house purchased or built) was 
adjusted to financial capacity to pay. 

A second safeguard was a guaranty 
on the part of the Ministry of Health 
that the central government would be 
responsible for half the loss incurred 
by a local authority, should any default 
occur in the case of a purchase financed 
by a loan or a guaranty of a local 
authority. Thus, not only was the 
credit of the individual purchaser 
backed by the credit of the local au- 
thority and the central government, 
but there was also a pooling of the 
loss between the building society, the 
local authority, and the central govern- 
ment, should the carefully investigated 
personal security of the purchaser 
prove to have been wrongly estimated. 

The close cooperation effected by the 
\linistry of Health between the various 
ections of the housing industry led to 
‘urther assistance to the prospective 
1ouse purchaser. In order to insure 
that he would get the contract to build 
the house, the builder would advance 
an additional 5 % of the purchase price, 
leaving the purchaser to make an 
initial payment of only 5%. When the 
building was completed, the builder 
was given preference in the repay- 
ments, his advance of 5% of the pur- 
chase price being repaid from the first 
amortization instalments. 

Thus, there were many factors which 
operated to enable the building indus- 


British H. ousing Activity 13 


try to survive, unimpaired, the double 
handicap of the withdrawal of sub- 
sidies and the trade depression of 1929- 
1932. The reduction of building costs 
was supplemented by the cautious 
finance of the building societies in 
limiting their advances to the financial 
capacity of their members, by the 
utilization of the credit of the central 
government and the local authorities, 
by the low initial payments required 
from house purchasers, and by the 
spirit of cooperation engendered in all 
sections of the building industry. 


The Post-Subsidy Period 


The successful passage through the 
dificult period of depression placed 
the building industry in an excellent 
position to take advantage of the move- 
ment toward prosperity which com- 
menced in 1933. To the favorable 
factors already operating was added a 
new factor of great and unexpected 
potency—easy money, or low rates of 
interest. Considerations of space pre- 
clude a technical demonstration of the 
well-known economic fact that a fall 
in the rate of interest strongly stimu- 
lates new construction and the produc- 
tion of new capital goods. Briefly, in the 
particular direction of housing con- 
struction, a fall of 1% in the rate of 
interest is magnified ten-fold in its 
stimulating effect: 

1. By increasing by 10% the value of 
a house that can be purchased by a 
given set of amortization payments 
spread over a number of years. 

2. By reducing by 10% the amorti- 
zation instalments payable to purchase 
a house of given value in 25 years.’ 

The stimulus of easy money in the 
case of houses let at rentals is just as 
2 The calculations on which these statements are based 


are given in full in Chapter VI of the writer’s volume 
Three Million Houses awaiting publication. 














4 
great as in the case of house purchase. 
An investor is tempted to build if the 
net rental he will receive is greater than 
the low interest he is receiving on his 
capital during a period of easy money. 
The British Government adopted a 
monetary policy based on low rates of 
interest in 1932, and has adhered 
strenuously to that policy since that 
date. Bank rate was brought down 
from 6% in September, 1921, to 2% in 
June, 1932. Commercial rates of inter- 
est have not fallen to the same extent, 
but they are much below the rates 
previously prevailing, from the con- 
clusion of the War until 1932. Under 
the stimulus of easy money, added to 
the factors which enabled it to survive 
unimpaired during the previous four 
years of depression, British housing 
activity rapidly progressed at the rate 
expressed by the figures in Table IV. 








TABLE IV 
British Housinc: Numper or Houses Buitt, 
1932-1936 
Number of Houses Built 
Not 
Year Subsidized Subsidiuzed Total 
1932-1933 55,991 142,012 198 ,003 
1933-1934 55,840 207,869 263,709 
1934-1935 41,593 286,374 327,967 
1935-1936 52,535 271,389 323,924 
Total 205,959 907,644 1,113,603 


This table illustrates the period fol- 
lowing the complete withdrawal of 
subsidies from normal building erected 
in response to the demand for new 
construction. The subsidized houses 
included in the second column are those 
erected to accommodate the families 
disturbed by slum and overcrowding 
clearances. 

The characteristic differences be- 
tween the Subsidy Period and the 
Post-Subsidy Period can best be illus- 
trated by the comparison in Table V. 
This statement must be qualified by 
the fact that for the first four years of 
the Post-Subsidy Period subsidies were 
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being given, but in gradually decreas- 
ing numbers, to various classes of 
normal building activity. Allowing for 


TABLE V 
British Houstnc: Numper or Houses Buitt iw 
Sussipy anp Non-Sussipy Perrops 
Number of Houses Built 


Not 





Period Subsidized Subsidiued Total 
Subsidy Period 
(1920-1928) 722,181 382,387 1,104,568 


Post-Subsidy Pe- 
riod (1928-1936) 548,743 1,316,661 1,865, 404 
Total (16 years) 1,270,924 1,699,048 2,969,972 
TABLE VI 


British Housinc: OwnER-OccuPATION AND RENTALS 
or Non-SussipizEp Houses BuiLt IN 1934-1935 








Quality of Let at Owner- Total 
Houses Rentals Occupied Houses 
Class C 33,103 72,231 105,334 
Better Class 22,446 158,594 181,040 
Total 55,549 230,825 286,374 


this qualification the two following 
facts are conspicuous: 

1. That in the second eight-year 
period 934,274 more non-subsidized 
houses were built than in the first eight- 
year period. 

2. That, despite the gradual with- 
drawal of subsidies and their ultimate 
limitation to displacement housing, 
760,836 more houses were built in the 
second eight-year period. 

Attention has previously been drawn 
to the strong stimulus to owner-occupa- 
tion by the policy of the British Minis- 
try of Health. The results of this policy 
can best be illustrated by a detailed 
analysis of the composition of the 
286,374 non-subsidized houses con- 
structed during the year 1934-1935. 
This analysis is provided by ‘Table 
VI, giving the figures for rented and 
owner-occupied houses respe~tively for 
two classes of dwellings: C ass C dwell- 
ings, that is, houses of a total value of 
$2,000 and under, normally occupied by 
the working classes, and dwellings of a 
better class, those valued at over $2,000. 
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Thus, over four-fifths of the houses 
built to supply the normal demand 
were being purchased for the occupa- 
tion of their owners, and less than 
one-fifth were built to let at rent- 
als. The high percentage of low-cost 


working class houses purchased for 


owner occupation (68%) is even more 


7 remarkable. 


That this stimulation of owner- 
occupation of their houses by the 


" members of the working classes has 


had no untoward results is demon- 
strated by the following passage from 
the address of Sir Enoch Hill to the 


) shareholders of the Halifax Building 


Society, the largest building society in 


) Britain, at the annual meeting of the 


society held on March 22, 1937: 


aie. Lek 


The Directors are pleased to report that 
there are no properties in the possession of 
receivers on behalf of the Society as mort- 
gagees. The Directors have been gratified 


» to observe during the conduct of business in 


the past year the admirable manner in 


‘which the Society’s mortgagor members 
‘have shouldered their responsibilities and 


promptly maintained their monthly pay- 
ments of principal and interest. In fact, the 


"condition is so satisfactory that it is hardly 
possible of improvement. 


This refers to a society having 226,- 


'059 borrowers on its books with out- 


standing loans of $460,979,940. Of the 
outstanding loans, 177,587 are in re- 


spect of balances not exceeding $2,500 


each, and must consequently include a 


large number of loans to members of 


ping requirements has 
Ministry of Health to concentrate its 


ithe working classes. 


he capacity of private enterprise 
to satisfy all demands for normal build- 
enabled the 


Peat any 
subsidies, and the local authorities to 
concentrate their activities, on the 
5 ae — i 
problems of slums and overcrowding. 


Slums are dwellings unfit for human 
habitation. Overcrowding is the mass- 


1 
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ing together of more families in a 
house, or more individuals in a room, 
than is consistent with the maintenance 
of health. The Ministry of Health has 
attempted to keep these two problems 
separate, dealing with slums by demoli- 
tion, and the rehousing of their dis- 
placed families in apartment houses 
occupying an equivalent area; while 
dealing with overcrowding by rehous- 
ing the surplus families only, without 
any demolition of buildings. But ex- 
perience has demonstrated that the two 
problems are really one and cannot be 
treated by diverse methods. It is no 
economy to allow an obsolete house, 
with limited accommodation, to remain 
on an expensive site simply because its 
depreciation has not proceeded suff- 
ciently far to render it absolutely unfit 
for human habitation. Slum clearance 
is possible because properly constructed 
apartment houses can accommodate, on 
an equivalent area, all the families dis- 
placed which were previously crowded 
together in the slums. 

But there is usually no land in the 
vicinity to accommodate the surplus 
population of an overcrowded area. 
Overcrowding is a demonstration that 
the existing houses do not provide all 
the accommodation required in the 
neighborhood. To allow the existing 
houses to remain, even though not ripe 
for demolition, perpetuates the short- 
age of accommodation. The Ministry 
of Health, after endeavoring to evade 
the problem, has at last found that the 
solution of overcrowding is the same 
as the solution of the problem of slums 
—demolition and rebuilding on a scale 
to accommodate the existing popula- 
tion in the neighborhood where it was 
previously settled. 

The first slum survey resulted in a 
list of 280,000 houses unfit for human 
habitation. A five-year plan was de- 
vised to clear all these slums and 
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rehouse the displaced population. The 
figure for the number of subsidized 
houses (205,959) erected since 1932 to 
accommodate the displaced population 
of the slums shows that the task will 
be completed in the prescribed five 
years. 

But a subsequent survey of over- 
crowding revealed, in addition to the 
280,000 slum dwellings, a total of 
600,000 houses falling either within the 
definition of overcrowding or on its 
borderline. The surplus population in 
these 600,000 houses cannot be trans- 
ferred to a distance and housed in 
spacious estates on the outskirts of 
towns. Nor is there usually any avail- 
able land in the vicinity of their present 
residences on which houses for their 
accommodation can be erected. The 
Ministry of Health has accordingly 
adopted a new policy, called redevelop- 
ment, to deal with overcrowded areas. 
It is not distinguishable in its essence 
from slum clearance. It is indeed slum 
clearance under another name, adopted 
to deal with overcrowding in houses of 
limited accommodation occupying sites 
of extremely high value. 


Conclusion 


As regards the future, this can best 
be estimated by resolving the building 
industry into its component parts. The 
following analysis, though open to 
all the objections that can be raised 
against attempts to foresee the future, 
is based on present tendencies: 


1. Houses for Owner-Occupation. De- 
mand is falling off, partly because of satu- 
ration in some classes of houses, but largely 
because of rising costs of construction 
resulting from the heavy armaments 
program. 


2. Houses to Let at Rentals. A strong 
and unsatisfied demand, but likely to be 
checked by rising costs of construction. 


3. Slum Clearance and Rebuilding. A 
full two years’ program to be carried out; 
likely to be extended with the rising stand- 
ard of public opinion as to what houses are 
fit for human habitation. 


4. Redevelopment to Abolish Overcrowding. 
At least six full years’ program to be car. 
ried out; present rate of activity may be 
slowed down, partly because of rising costs 
and partly to lessen the strain on industrial 
and commercial building. 


5. Industrial and Commercial Building. 
A full two years’ program to be carried out; 
then a recession of greater or less severity, 


The armaments program has un- 
doubtedly had an unsettling tendency. 
Whether housing activity of types 1, 2, 
and 4 above will be resumed when the 
special armaments building construc- 
tion ceases will depend on many factors 
which cannot be foreseen. Among those 
factors are monetary policy, the course 
of prices, especially building costs, the 
continuance of prosperity, the rate of 
interest, the international situation, 
and the development of international 
trade. 

The object of this article is not to 
make speculations as to the future, but 
to tell a story of what has been accom- 
plished in the face of many difficulties. 


Britain has much to learn from the | ~ 
United States in the matter of housing, | — 


particularly in the standard of housing 
accommodation attained. But it is also 
possible that Britain may have some- 
thing to teach in the directions of 
cooperation, personal security, and 
housing finance. Moreover, British 
mistakes may be as valuable as British 
achievements in the lessons to be de- 
rived from the transformation of an 
industry in a state of complete collapse 
after the War into the efficient organi- 
zation which has achieved such marked 


success in the past few years. 
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APHORISMS ON THE ADVERTISING OF ALKALIES 
BY L. J. HENDERSON 


DVERTISING has lately ex- 
perienced an obscure change 
and gone alkaline. Year by year 

the concentration of emphasis upon 
alkalies in the daily and weekly press, 
in posters, and even “on the air” has 
increased and still increases. All about 
us printed and spoken words, slogans 
and symbols, forms and colors an- 
nounce to a receptive public the pro- 
phylactic and healing virtues of a 
multitude of alkaline remedies and pre- 
scribe their use. 

The mechanism of this change is not 
chemical, but economic and psycho- 
logical. It is a complex mechanism, not 
altogether open to public inspection; 
and the reference to medicine is almost 
completely misleading. I have here 
tried to analyze and elucidate the 
process, in the hope that what I have 
written for my own amusement may 
find favor with others. 


Me lical Facts 


I. The great Hippocrates held that 
drugs and medical treatment are not 
necessary to keep healthy people 
hy. Apart from such practices as 
vaccination, this doctrine is just as 
good now as it was 2,300 years ago— 
and no less useful. 

Il. The natural defenses of the body 
acids and the effects of acids 


(acidosis) are exceptionally well known. 
Like a dog’s defenses against heat and 
cold, they are so strong and efficient 
and so prompt in action that the Hip- 
pocratic principle applies to them, if 
anywhere. In a fairly healthy person 
and in the vast majority of sick people 
the defenses need no reinforcement. 

III. As a rule a healthy person may 
eat as much acid-forming food as he 
likes, and will not need to dose himself 
with alkali. 

IV. There is ordinarily no connec- 
tion whatever between drinking, unless 
it be drinking mineral acids, and the 
need of alkali. (Great alcoholic excess 
sometimes leads to a pathological state 
with which we are not concerned.) 

V. Fatigue is relieved by rest and 
food, not by the use of alkalies or 
cigarettes. But sometimes it may be 
relieved by faith. 

VI. The belief that colds arecured by 
the use of alkali should, on the whole, 
taking account of all considerations, be 
classed with the belief that carrying a 
horse-chestnut in the pocket wards off 
disease. 

VII. Almost anything—real or im- 
aginary; material or spiritual; solid, 
liquid, or gaseous, or merely verbal; 
animal, mineral, or vegetable; acid or 
alkaline—may serve for a faith cure. 


EDITORIAL NOTE: The Editors of the Harvard Business Review in publishing the “‘Aph- 


to content. 


the Advertising of Alkalies’”» by Doctor Henderson have considered the fact 
varies from the present practices of the Review in regard both to presentation and 
They have, however, judged it of value in a business journal since it presents 
views of an eminent biochemist upon a subject which lies in his own field and also has 
irect bearing upon advertising and selling practices in general. In addition to dealing 


directly with this particular subject matter, it presents views of broad bearing upon the 
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This is not irony, but a plain statement 
of fact. 

VIII. There are innumerable hypo- 
chondriacs and potential hypochondri- 
acs; innumerable faddists and potential 
faddists. They are to be found in all 
places, at all times. 


Psychological Facts 


IX. One of the chief objects of the 
popular advertising of drugs and of the 
propaganda of medical sects is to 
exploit the hypochondriacs and the 
faddists and to form and exploit 
new hypochondriacs and new faddists. 
This object is often unconscious; but, 
whether conscious or unconscious, suc- 
cesses follow in an endless progression. 

X. Examples of successful appeals to 
hypochondriacs: (1) Acidosis is not 
uncommon in severe chronic diseases. 
Alkalies neutralize acids in test tubes. 
Therefore, let us all, old and young, 
take alkali every day of our lives, as a 
precaution. (2) Some people suffering 
from ulcer of the stomach or from an 
irritation sometimes caused by great 
alcoholic excess find relief in the use of 
alkali. Let us, therefore, never fail to 
take a little alkali, as a precaution, 
whenever we “‘take a drink.” 

XI. The hypochondriacs are un- 
happy people. Their hypochondria is a 
misfortune, and may become a disaster 
to them, to their families, and to their 
friends. 

XII. Of the faddists, those who es- 
cape hypochondria are perhaps gener- 
ally not unhappy. They are more often 
people of little intelligence or judgment 
to whom their fads are a resource, a 
means of occupying their time pleas- 
antly and of explaining their health, 
happiness, and good fortune. Like most 
men they feel the need of accounting 
for events, of “knowing why.” But 
they lack the knowledge and intelli- 
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gence to understand correct explana- 
tions and seek comfort in their own 
pseudo-explanations. They are often 
bores and often silly, but are probably 
not very harmful to others. 

XIII. One of the chief objects of that 
part of the advertising of alkaline 
remedies which is addressed to physi- 
cians is to provide ready-made direc- 
tions and suggestions for the treatment 
of patients. It is, or at least it may 
seem, an economy of time and effort for 
the doctor to follow blindly such direc- 
tions and suggestions. Or again, to do 
so may be only moving along the line of 
least resistance. I suggest that this is 
why the advertising is profitable. 

XIV. The advertisements of alka- 
line remedies are nearly always more or 
less and often very inaccurate. As a 
rule, this is probably due to the igno- 
rance and indifference of the writers 
of the advertisements rather than to 
downright dishonesty. Thinking of the 
effect and the form, they are oblivious 
of the substance of their utterances, or 
perhaps merely indifferent. Some of 
these writers, no doubt, do their work 
with their tongues in their cheeks; 
many, however, are merely stupid 
people who own no other stock-in-trade 
than a pitiful technical proficiency, and 
who follow, sheep-like, wherever they 
are led. But whatever the explanation, 
the advertisements are in general mis- 
leading as to facts. 

XV. The principal immediate con- 
scious aim of advertisers is to appeal 
to sentiments rather than to reason. 
This practice rests securely on one of 
the great discoveries of modern busi- 
ness. Therefore, advertisers often make 
use of “‘slogans,” of reiterated, irre- 
sponsible assertions, which sometimes 
take the form of mere pictures, of ap- 
peals to pseudo-authority, and of irra- 
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tional accords of sentiments, prejudices, 
fads, and fashions. 

XVI. The advertising of alkaline 
rugs and of alkali-forming foods shares 

these traits. In its special character- 
tics it appeals chiefly to fears and to 
the desire for vague, oversimplified 
pseudo-scientific explanations. It also 
aims to give a feeling of assurance to 
those who crave this feeling. 


Economic Facts 

XVII. The principal direct economic 
‘fect of such advertising is to remove 

ney from the pockets of the many 
fearful or unintelligent or ignorant peo- 
ple among the 125,000,000 living Amer- 
icans, and to put it into the pockets of 
the relatively few shrewd advertisers 
and of the purveyors of advertising. 

body knows what the indirect eco- 
mic effects may be. 

XVIII. Because newspapers and 
magazines receive large sums in pay- 
ment for the advertisements that they 
print, many of them are dependent 
upon the goodwill of advertisers and 
cannot freely publish facts and opin- 
ions about advertising. (This may be 
verified experimentally.) Thus eco- 

mic forces give rise to something like 
a censorship of the press. However, 
these forces are opposed by another: 
the common need of editors and adver- 
tisers for readers. Now, success in the 

mpetition for readers depends upon 
getting and holding public confidence. 
Therefore, as this competition has 
grown keener, the power of editors to 
oppose the special interests of adver- 
tisers has grown stronger. The result is 
a balance of forces, a state of equilib- 
rium that seems to be tending slowly 
toward greater freedom of the press. 

XIX. Most of the advertised prepa- 
rations of alkalies are sold at a price 
that is many, many times greater than 


their cost. So if you want some alkali, 
do as most doctors do, as many of them 
often do; go into the kitchen and take 
a little cooking soda. The price of a 
hundred-pound barrel is $1.75. 

XX. The result of a careful estimate 
by a competent investigator: The cost 
of advertising a certain alkaline remedy 
is now much more than $1,000,000 a 
year. 

Medical Effects 

XXI. The physiological effects of 
the present widespread advertising of 
alkalies and of alkali-forming foods are 
probably not appreciably harmful. In- 
deed, the occasional use of a little bi- 
carbonate of soda may be effectual in 
relieving slight gastric distress, and an 
increased use of alkali-forming fruits 
and vegetables may also be a benefit, 
in one way or another, to some persons. 
It is not likely to be harmful to many. 
In short, for the great mass of people in 
whom common sense is stronger than 
fads and fears, the frequent use of bi- 
carbonate of soda or the habitual use, 
say, of orange juice is probably quite 
harmless and, in a small way, useful 
because at least comforting. (There are 
other properties of orange juice, aside 
from alkali formation, with which we 
are not here concerned.) 

XXII. Because the defenses of the 
acid-alkali balance of the body, the 
ordinary ever-present automatic checks 
on acidosis and alkalosis, are very 
strong, even the prolonged use of alka- 
lies in large amounts is generally much 
less dangerous than the use of many 
other popular or proprietary remedies. 
In fact, for most people the risks of 
alkalosis, like the risks of acidosis, are 
practically negligible. The very mech- 
anism that makes treatment unneces- 
sary makes it harmless. It is because 
alkalies have almost no physiological 
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effect beyond bringing the protective 
mechanism into action that it is safe to 
advertise them. 

XXIII. Experience shows, however, 
that harmful overdosing with alkalies 
is possible, at least in patients who 
really have something wrong with 
them. The condition is perhaps more 
often a result of the doctor’s than of the 
patient’s fad. Exceptionally, where a 
fad has become a fashion among doc- 
tors, it may be common. 

XXIV. The psychological, sociolog- 
ical, and economic forces that produce 
hypochondriacs and faddists are many 
and strong. Therefore, it seems unlikely 
that all the advertising of alkaline 
remedies and all the talking about the 
danger of acidosis greatly increase their 
number. Probably a pretty large part 
of the American people are born with 
the preéstablished destiny of becoming 
hypochondriacs or faddists. If their 
destiny were not realized by acquiring 
a fear of acidosis or a fad for the use of 
alkalies, it would probably be more 
often than not worked out in some sim- 
ilar way. And if their money were not 
spent on alkaline drugs, it would per- 
haps be spent no more profitably on 
other drugs. 

XXV. In many persons the capacity 
for fears and fads, if not infinite, is at 
least practically unlimited. In them the 
fear of acidosis or the fad for the use of 
alkalies is often not a substitute for 
some other fear or fad, but an addition 
to those that they already possess. In 
such cases the objects feared are of 
small importance; what is important is 
the habit of fearing. These persons be- 
long to the pure or unmixed type of 
hypochondriac. “Primus in orbe deos 
fecit timor.” 

XXVI. Thus, a new question arises: 
What would be the result if all the ad- 
vertising of drugs and of medical 


crazes, if all the warnings of life insur- 
ance companies and of the purveyors 
of foods and drinks, of hygienic appli- 
ances, and of so many other articles of 
commerce, were to cease? We do not 
know. It is conceivable that our yearly 
production of hypochondriacs and fad- 
dists would fall. But it is by no means 
certain. And the condition above stated 
must surely seem to a hard-headed man 
almost beyond the range of any con- 
ceivable attainment. Even under a dic- 
tator such things do not happen. 

XXVII. It may be that, on the 
whole, more people are indirectly bene- 
fited than injured by fastening upon 
them a fear of acidosis or a fad for the 
use of alkalies, since they might other- 
wise adopt a more dangerous form of 
self-treatment. 

XXVIII. Because the irrational fear 
of acidosis is possibly less intense than 
that of cancer, of heart disease, or of 
infection, it may be that acidosis-hypo- 
chondriacs are less unhappy than 
cancer-hypochondriacs or heart dis- 
ease-hypochondriacs or infection-hypo- 
chondriacs. But this is very doubtful 
because the intensity of a hypochon- 
driacs’s fear has little and often nothing 
to do with the thing feared. 


Conclusions 


XXIX. In so far as the advertising 
of alkaline remedies leads to a net in- 
crease in the number of hypochondriacs 
and faddists, it may be said to be harm- 
ful to certain individuals. No doubt 
those others who profit from it directly 
or indirectly consider it beneficial to 
themselves. 

XXX. I must leave it to others to 
weigh harm and good to the commu- 
nity, for the community is something 
more than and something different 
from the sum of the individuals who 
make it up, and a physiologist is not 
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well acquainted with it. But we must 
forget that most judgments of so- 
| utility are expressions of faith, not 
ned scientific conclusions, or per- 
haps more often just another form of 
.dvertising, like much that issues from 
Washington, London, and Paris or 
m Rome, Berlin, and Moscow. 
XXXI. The influence of the preju- 
dices and economic interests of adver- 
tisers probably brings about the 
exclusion of both nonsense and good 
ense from the pages of newspapers and 
igazines. The net result is perhaps 
indeterminate, but neither uplifters nor 
lvertisers are likely to admit it. 
XXXII. I know no well-informed 


person who, unless he is amused by the 


t 


human comedy, is not disgusted by the 

pidity, the deception, and the mis- 
representation that are manifest in the 
current advertising of alkalies. And in 
spite of the dictates of caution I do 
think that this disgust, at least, is 
socially useful. 

XXXIII. In these aphorisms I have 
tried to present sufficient materials for 
. diagnosis which anyone can make for 
himself. Unhappily, I know nobody 
who seems to me qualified to make the 

gnosis or to prescribe the treatment 
f this affliction of the commonwealth. 


Advertising 1n General 
XXXIV. It is an error common 
mong ‘‘New Dealers” and their like 
extend some of the conclusions of 
ese aphorisms and to apply them to 
and every use of sentimental ap- 
peals in advertising. Such critics do not 
ee that advertising must always ap- 
peal to the sentiments because all hu- 
man relations involve the sentiments. 
One of the commonest and worst errors 
of “intellectuals” is to ignore this 
larger generalization. For this reason, 
especially, their rational Utopias, from 


) 


Plato’s to the New Deal, are not only 
impossible in fact, but inhuman. If 
they were possible, they would still be 
intolerable. 

XXXV. The great, but by no means 
new, discovery of modern business to 
which I have referred is the clear recog- 
nition that advertising must use, in- 
deed necessarily involves, sentimental 
appeals. Julius Caesar knew this well. 
Such appeals may be morally and so- 
cially good, bad, or indifferent. That is 
a question of fact (and in a measure of 
arbitrary preference) difficult to answer 
in any case; but impossible to answer 
in general, and indeed meaningless. 
The only possible answers must arise 
from the study of concrete instances, 
one by one, from case to case. The 
strength of the automobile industry 
seems to depend largely upon engineer- 
ing and advertising. The engineering 
rests upon the skillful use of natural 
science, the advertising upon skillful 
appeals to people’s sentiments. Who 
among us is wise enough to say that the 
onc is more or less useful or harmful to 
the community than the other? And 
who cares?! 


Not a Conclusion 

XXXVI. Many readers of these 
aphorisms will perhaps accuse me of 
vacillation and inconsistency; but | 
hope the accusation is false. If they do 
so, I believe it will be because they are 
accustomed to one-sided discussions of 
complex questions, to the methods of 
advocates and propagandists, and 
have mistakenly thought to find them 
here. 

XXXVII. There are others to 
whom my conclusions may seem timid 
and overcautious. Accustomed to the 
security of the desk or the library, con- 
ditioned by debate with other men of 
words rather than by operations per- 
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formed upon things, they do not hesi- 
tate to form easy judgments of right 
and wrong. They forget that, though 
words seldom burn fingers or break 
bones, things often do; that, as Bacon 
said, ‘“‘ The subtlety of nature is greater 
many times over than the subtlety of 
the senses and understanding,” for they 
do not try their minds against things. 
They have not learned, by trial and 
much error, one of the professional 
secrets of the scientist and of the man of 
affairs: how to say cheerfully and con- 
tentedly, “I do not know.” Not lightly 
or timidly or overcautiously, but de- 
liberately and because I have often 
been wrong in similar premises, as well 
as for theoretical reasons, I have here 
said that I do not know. 

XXXVIII. I have nothing to advo- 
cate, except that ancient maxim caveat 
emptor (which, interpreted, means: let 
every man take the responsibility of 
protecting his family and himself), the 
observation of which in all societies, 
under all forms of government, has 
always been honored as a source of self- 
respect in the individual and of strength 
in the community. And I can draw no 
single, firm, synthetic conclusion, but 
only many various conclusions that, 
like the different traits of a man’s char- 
acter, seem to involve a mixture of good 
and bad, and to defy synthesis. 

XXXIX. If we stick to the facts, 
which few people do, we see that here, 
as in most human affairs, some point 
one way, some another. Therefore, a 
general conclusion, a plan of action, a 
policy, a law, is likely to be the expres- 
sion of a prejudice and, because it 
ignores important facts, to lead to 
unexpected and undesired results, just 
as the prohibition amendment did. So 
the remedy is often worse than the 
disease. 


Individual and Collective Utility 


XL. Experience shows that the state 
may usefully protect both individuals 
and the community by enforcing very 
explicit and concrete laws or police 
regulations concerning the accuracy 
of weights and measures, the purity of 
foods, the labeling of drugs, the sale of 
poisons, and other things that can be 
objectively tested. But appeals to fears 
and sentiments cannot be objectively 
tested, so that here the welfare of indi- 
viduals and that of the community are 
probably best served by individual 
actions and collective attitudes, rather 
than by putting meddlesome busy- 
bodies to work, who are pretty sure to 
try in vain to check indefinite abuses, 
and meanwhile interfere with honest 
men. 

XLI. Observance of these well-worn 
precepts, which may be regarded as 
implications of the maxim caveat emp- 
tor, | think useful to the individual: 
Seek disinterested advice and trust- 
worthy information. Learn to recognize 
facts; then act upon them. Avoid the 
influence of suggestion, of fears, and of 
fads. Look real dangers in the face. 
Despise vain apprehensions. 

XLII. Countrariwise, it is harmful to 
a man to be ignorant, to be credulous, 
to yield to suggestion, to cherish fears, 
and to cultivate fads. It is alike harmful 
to ignore serious risks and to think 
most risks serious. Physicians know no 
greater source of unhappiness than the 
assumption, often unconscious, that 
imaginary or infinitesimal dangers are 
real and great, and there is no more 
characteristic symptom of hypochon- 
dria than the feeling that everything 
not perfectly safe is dangerous. 

XLIII. Two things I hold useful to 
the community, and now explicitly re- 
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afirm my belief in them; for I wish to 
understood. One is indignation at 
nscious Or umMconscious misrepre- 
ntation or deceit. But without full 
| unprejudiced knowledge of facts 
and the rarest of foresight this is no 
ife ground for repression or prohibi- 
tion. So experience teaches. The second 

1 strong, widely spread, and effective 
sense of individual responsibility, a 
jisposition to protect one’s own and 


one’s self, an unwillingness to trust in 
our rulers, the time-serving politicians. 

XLIV. As for what is harmful to the 
community, I cannot be explicit, but 
this I know, that I fear the ‘“‘intellec- 
tuals,”’ the sentimentalists, and the 
uplifters—to me they are all one—even 
as I do the politicians and the prof- 
iteers. If only, instead of heaping up 
evils, they could but neutralize each 
other, like alkali and acid! 











RAILROAD REORGANIZATIONS AND SECTION 77 
BY F. J. LISMAN 


N December 31, 1936, the mile- 
age of railroads in the hands of 
receivers or trustees was 71,134.! 

This has since been augmented by 577 
miles of the New York, Ontario & West- 
ern Railroad and 208 miles of the New 
York, Susquehanna & Western Rail- 
road. Approximately 14,500 miles of 
this total were in equity receiverships, 
all of which dated prior to the enact- 
ment of the first Section 77, approved 
March 3, 1933.” Included in the 14,500 
miles of line are such important sys- 
tems as the Seaboard Air Line, operat- 
ing 4,308 miles; Wabash, 2,447 miles; 
Central of Georgia, 1,927 miles; Mobile 
& Ohio, 913 miles; Florida East Coast, 
804 miles; Norfolk Southern, 789 miles; 
also the Minneapolis & St. Louis, with 
1,431 miles, in receivers’ hands since 
July, 1923; and the Pittsburgh, Shaw- 
mut & Northern, with about 156 miles, 
in New York State Court receivership 
since August, 1905.° 

Since the panic of 1929, the following 
Class I carriers‘ have been reorganized: 


1. The Chicago & Alton, which was 
taken over by the Baltimore & Ohio in 
January, 1931. It was acquired more or 
less on the basis of 1930 earnings, which 
at that time looked very low compared with 


' Railway Age, January 2, 1937, p. 41. 

? The St. Louis-San Francisco Railroad was put into 
receivership in November, 1932, but the receivers, 
at the request of the company, were appointed trustees 
under Section 77 on October 1, 1933. 

* The Minneapolis & St. Louis Railroad was not reor- 
ganized during the good times of the 1920’s, on 
account of a suit brought against it by the United 
States Government in connection with a loan made in 
order to meet a bond issue maturing during the War. 
This case was decided against the Government in 
February, 1930. The Government had accepted, as 
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1929; but the property appears to have 
been a burden on the Baltimore & Ohio 
ever since. 

2. The New Orleans Great Northern, 
with 227 miles, which defaulted in interest 
on its $8,248,000 bonds on August 1, 1932. 
In spite of some opposition to the plan, 
the property was foreclosed and the suc- 
cessor corporation in possession within 12 
months thereafter. This road had a simple 
capital structure; its future was linked 
with the affiliated Gulf, Mobile & Northern. 
It was reorganized on the basis of the low 
earnings of 1932. The new securities which 
the bondholders received have recently sold 
for about 9 times the low price at which 
the bonds changed hands during 1932.5 

3. The Ulster & Delaware. This road 
with 129 miles and $3,000,000 of bonded 
debt was acquired by the New York Central 
in 1932. The Central was ordered by the 
Interstate Commerce Commission to ac- 
quire this property at its commercial value 
in part consideration of permission to lease 
for 999 years its important controlled lines, 
the Michigan Central and Big Four. This 
mileage is now known as the Catskill 
Division of the New York Central, and has 
undoubtedly turned out to be an unsatis- 
factory acquisition.® 

4. The Norfolk Southern. A reorganiza- 
tion plan under the 5 year old equity 
receivership was filed with the Federal 
Court on August 25, 1937. The road’s 
obligatory interest-bearing bonded debt is 


collateral for its loan, bonds which were a first mort- 
gage on a very poor part of the railroad, and in effect 
a third mortgage on the rest of the system, but it 
claimed that the government lien was ipso facto a prior 
lien to all other mortgages, some of which had been 
issued as far back as 1887. 

‘Class I carriers have annual earnings of one million 
dollars or over. 

5 The writer was organizer and active member of this 
road’s bondholders’ protective committee. 

® The writer was chairman of the Ulster & Delaware 
First Mortgage Bondholders’ Protective Committee. 
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be reduced from about $15,858,000 
to $5,359,000, including provisions for 
about $500,000 new money. There is to 
be a contingent interest-bearing debt of 
¢6.905,000 with about 60,000 shares of no 
par value common stock in place of 
$16,000,000 of old common stock. It was 
necessary to litigate and adjust a number of 
uestions before reorganization was possi- 
ble. The proposed capitalization is based on 
monstrated earning capacity on some- 
hat reduced mileage and under a manage- 
ment different from the one in charge at the 
time of the receivership.’ The Interstate 
Commerce Commission has to approve of 
he new securities under Section 20A of the 
[. C. C. Act. Unless the I. C. C. should ob- 
j which does not seem likely—the time 
for delivery of the new securities should 
take considerably less than one year, which 
is a much shorter period than would be pos- 
ble under the provisions of Section 77.8 
5. The Wabash Railway in equity 
receivership since 1931 filed a reorganiza- 
tion plan on July 10, 1937. Because it 
distinctly stated in its plan that the Recon- 
struction Finance Corporation and anum- 
ber of banks holding all together 
$21,626,000 of Receiver’s Certificates had 
not consented to accept the securities 
allocated to them, its early effectuation can 
hardly be expected. 


The largest receivership before 1929 
was that of the Chicago, Milwaukee 
& St. Paul, which went into bank- 
ruptcy in March, 1925. The road was 
reorganized in 1927, when the I. C. C., 
in authorizing the new securities in 
accordance with Section 20A of the 
I. C. C. Act, passed severe criticism on 
committee, attorney, and receiver fees. 
Such criticism, together with some of 
the activities of the Van Sweringens 
7 While the Norfolk Southern appears to be the fourth 
1 reorganized since the panic of October, 1929, 

three above were more in the nature of sales 
mergers, making the Norfolk Southern in effect 

t reorganization without sale. 

> writer 1s chairman of the protective committee 


for the Norfolk Southern First Mortgage and two 








and their holding companies and with 
Wall Street manipulation of securities, 
gradually caused the public to accept 
the idea that there were many things 
morally and financially wrong in con- 
nection with receiverships and reorgan- 
izations. The result was the enactment, 
during the closing days of the Hoover 
Administration, of the first Section 77, 
dealing with railroad bankruptcies. 
Many flaws and imperfections existed 
in this legislation, which it was at- 
tempted to cure by the substitute 
Section 77 passed in 1935. 

The very slow progress made of late 
years in railroad reorganizations is 
by no means due entirely to any weak- 
ness of Section 77, but mostly to the 
lack of earning power. The Federal 
Coordinator in describing this situation 
stated :° 


This is a very difficult time in which to 
reorganize railroads, due to the extremely 
low earnings under present conditions and 
the uncertainty as to what future earnings 
may be. It may well be that in many cases 
it will be desirable for the roads to remain 
in the hands of the trustees for a time until 
the future outlook is a little clearer, rather 
than to attempt to force reorganizations 
hastily at the present time. 


During the years of the depression 
following the 1893 panic, railroad 
earnings dropped off 25%, which was 
then thought to be tremendous.” At 
that time, railroads had net earnings 
averaging approximately one-third of 
their gross. The country still was 
growing rapidly and railroads had 
substantially a monopoly of trans- 
portation. During the 35 years from the 
other underlying bond issues. 

* April 15, 1935, before the Committee on Judiciary, 


House of Representatives, 74th Congress. 


10 During the years of the depression following the 


1873 panic, there w standard system of railroad 
accounting and the records are too incomplete to 


gauge the decline in revenue. 
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depth of the depression of the 1890's to 
1930, the percentage of profit of the 
railroads in proportion to their gross, 
or net revenue applicable to interest 
payment, steadily declined, to a figure 
under 15%. The decline was due to 
greatly increased costs of labor and 
material, tenfold increase in taxes, 
reduced rates, and competition of the 
automobile, pipe lines, and govern- 
ment-subsidized waterways. It is not 
an exaggeration to say that the present 
plight of the railroads is due to lack of 
an intelligent and coordinated trans- 
portation policy by our government. 

The railroads no longer have a mo- 
nopoly, but they are treated and regu- 
lated as a monopoly, except that they 
are encouraged to compete wastefully 
with each other and with their other 
competitors. They are even compelled 
to exchange traffic with some of their 
new competitors, at a disadvantage to 
themselves, having been ordered by the 
I. C. C., under the Federal Barge Line 
Act of June 3, 1924, to accept a 20% 
lower rate on business interchanged 
with interior water carriers." 

Holders of large blocks of first mort- 
gage bonds, such as the life insurance 
companies, in the past were very em- 
phatic in their position that they pre- 
ferred to await whatever the future 
might bring, rather than greatly change 
their status of creditors to that of 
equity owners. Their attitude was par- 
tially due to the fact that according to 
the laws of most important states, they 
must dispose of their equity securities 
within a limited period. 

Since the introduction in 1935 of the 
Wheeler Bill for government ownership 
of railroads and because of increased 
"17, C. C. Exparte 1929. 

12 Stetson, Bryne, Cravath, Wickersham, Montague, 
Coleman, and Guthrie, Some Legal Phases of Corporate 


Financing, Reorganization and Regulation. New York: 
The Macmillan Company, 1917, p. 77. 





costs of operation and taxation, many 
large bondholders have somewhat 
shifted their grounds in this respect, 
believing it better to proceed with 
reorganizations promptly. While it was 
generally considered that the provisions 
of the Wheeler Bill for acquiring 
railroad securities were unconstitu- 
tional, a future Supreme Court, holding 
different views on property rights, 
might not agree with this position. 


Procedure Prior to 77A 


Formerly—that is, prior to the enact- 
ment of Section 77—when railroads 
fell into financial difficulties, the pro- 
cedure was about as follows:!? A 
general creditor, at the suggestion of a 
railroad company, filed a bill on behalf 
of himself and all other creditors 
against the company in the proper 
United States Circuit Court, praying 
that for reasons alleged in his bill the 
Court should administer the assets 
of the defendant and appoint a receiver 
pending the suit. The company simul- 
taneously filed an answer admitting the 
allegations and joined in the request 
for a receiver, which the courts practi- 
cally always granted. 

Since many railroads operated 
through several state and Federal 
jurisdictions, the necessary prepara- 
tions were always made to ask that the 
same receivers be appointed in these 
other districts under ancillary suits. 
The purpose of such suits was to bring 
all the mortgaged and unmortgaged 
property of the company, wherever 
located, under the protection of the 
court in order to prevent creditors 
from seizing some of the property in 
pursuing their legal remedies.*° 
13““When the interests of creditors and stockholders 
really require a receivership, it is of the utmost impor- 
tance, in order to prevent unfair preferences or inter- 


ference with the operation of the road by seizure 
under attachments of rolling stock, that all necessary 
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While formerly such proceedings 
were taken as a matter of course, the 
changing attitude toward the banking 
and legal professions tended to question 
the morality of this method. Such 
actions were frequently described as 
collusion or even conspiracy. However, 
irrespective of this collusive method 
which had been disliked—although 
recognized by the courts as necessary 
under the circumstances—there was 


4 


the distinct evil that the operating 


management in substantially all cases, 
and the financial management at times, 
succeeded in perpetuating itself through 
the receivership and beyond. This 
brought about the suspicion that man- 
agement was endeavoring to entrench 
itself in order to cover up its past 
misdeeds, although in nearly all cases 
it was merely the customary desire in 
all walks of life for continuity of 
salaries. Furthermore, most people 
think well of themselves, and are quite 
honestly convinced that few others 
could fill their particular positions as 
well as they do themselves. Possibly 
this applies even more to positions 
which men have attained after decades 
of slow promotion. 

As a matter of fact, disregarding 
financial problems entirely, the opera- 
tion of a railroad requires that its 


applications to the courts should be made as quickly 
and quietly as possible. 
“If the railroad and all the other property of the 
mpany are in a single district, it is a comparatively 
mple matter: the filing of a bill and answer and the 
appointment of a receiver in that district. But, except 
in the case of street railway companies, the property 
of a railroad company is usually in many districts; 
ind therefore it is necessary to file many bills and 
btain under every bill a receivership order. This 
‘cessity arises out of the fact that the jurisdiction of 
a federal court is confined, in the absence of some 
statute extending it, within the territorial limits of a 
udicial district and that as a chancery receiver takes 
no title to property, but is only an officer of the court 
which appoints him, he has no jurisdiction which that 
court has not. 
“In Great 


Western Mining Company v. Harris, 
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operating head should have at least a 
superficial knowledge of the immense 
multiplicity of details pertaining to the 
physical condition of thousands of 
miles of track, repair and yard facili- 
ties, type and condition of equipment, 
personalities, strength and weakness of 
scores of subordinate officials, nature of 
traffic, personnel of large shippers, 
competitive conditions, etc. Probably a 
very efficient new executive cannot 
show any satisfactory improvement 
over a mediocre one until his second or 
third year in charge. 

After the beginning of a receivership, 
various steps toward the reorganization 
of a company or toward readjustment 
of its finances have to be considered. 
Formerly protective committees were 
formed for the various classes of 
security holders, each with a view to 
doing the best possible for the particu- 
lar security represented by it. These 
committees were in many cases self- 
constituted or suggested by the bankers 
for the companies. While it does not 
follow that for these reasons the com- 
mittees could not or did not act 
according to the interest of their trust, 
great aspersions have been cast upon 
them. 

In order that any committee have a 
status in negotiation with other com- 
198 U. S. 561, 1905, the Supreme Court, after saying 
that it was held in Booth v. Clark, 17 How. (U. S.) 322, 
1854, that in the absence of some conveyance or 
statute vesting the property in him, a receiver cannot 
sue to recover property in courts of a foreign juris- 
diction even when authorized by the court which 
appointed him, adds, page 577: 

“* “Tt is doubtless because of the doctrine’ of Booth v. 
Clark, ‘that the practice has become general in the 
courts of the United States, where the property of a 
corporation is situated in more than one jurisdiction, 
to appoint ancillary receivers of the property in such 
separate jurisdictions. It is true that the ancillary 
receiverships are generally conducted in harmony 
with the court of original jurisdiction, but such re- 
ceivers are appointed with a view of vesting control 
of property rights in the court in whose jurisdiction 
they are located.’ ”’ [bid., pp. 88-89 
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mittees, it was necessary for it to repre- 
sent a goodly proportion of the issue— 
preferably a substantial majority. Most 
deeds of trust securing railroad mort- 
gages provide that 10% or 25% of the 
amount of bonds outstanding may 
request the trustee to take actions, such 
as the necessary steps toward fore- 
closure of the mortgage, but that a 
majority may direct the trustee. Until 
a committee is in full control of the 
majority of an issue, it or the trustee 
can never be certain as to whether 
some one else may not get together the 
requisite majority of the bonds and 
make conflicting requests on the trustee. 
In the case of a large or well distributed 
issue, it generally takes some time to 
obtain the support of a majority. 

In the meanwhile, any committee 
starting out with a substantial repre- 
sentation was enabled under the cus- 
tomary deposit agreement to borrow 
an amount of money adequate to make 
certain investigations by way of em- 
ploying expert accountants and expert 
traffic or operating men to study the 
traffic and operating conditions of the 
property subject to their mortgage." 

Frequently mortgages were ambigu- 
ous or definitely conflicting as to what 
they covered, and it became necessary 
to start litigation in order to educate 
the opponent toward a compromising 
attitude. Very often, too, some ques- 
tion had to be litigated to final ad- 
judication before it was possible to 
determine the actual status of the 
security. In due course, and after being 
sufficiently tired out, the various par- 
ties would arrive at a compromise or 
“composition,” as it is called in bank- 
ruptcy. When a reorganization plan 
had been agreed to by substantially all 
‘See F. J. Lisman, “Protective Committees for 


Security Holders,” x11! HARVARD BUSINESS REVIEW I, 
October, 1934. 


the parties in interest, the necessary 
steps toward foreclosure could be taken. 

The foreclosure of a large mortgage 
involves many technicalities and also 
the problem of a fair upset price to 
provide for those bondholders who have 
not cooperated with the protective 
committee representing the mortgage 
which is to be foreclosed. These may 
have failed to deposit their bonds, 
owing to ignorance, negligence, inertia, 
or the expectation of somehow getting 
better terms, or because they did not 
like, or lacked faith in the ability or 
good intent of, the committee. 

It is obvious that a railroad penetrat- 
ing several states and representing 
investments of possible hundreds of 
millions of dollars cannot be sold at 
auction like a piece of real estate, since 
very few people are in position to bid 
millions of actual cash against a 
reorganization committee which uses 
its bonds for the purpose of bidding and 
acquiring title to the property. Pre- 
vious to Section 77, however, there was 
no other method of dealing with such a 
situation. 

In reorganizations, the courts gen- 
erally insist that bondholders who had 
not previously deposited their bonds 
should have a reasonable length of time 
during which they may receive the same 
new securities of the reorganized com- 
pany as are given to the bondholders 
who have cooperated in the reorganiza- 
tion by depositing their bonds. These 
bondholders, if unwilling to accept the 
new pro rata securities, are entitled to 
their pro rata cash of a fair foreclosure 
price. The question of what is a fair 
foreclosure price is obviously a matter 
of market conditions at the time and of 
the opinion as to present and future 
values. Nevertheless, under such fore- 
closures, it was necessary to provide 
an amount of cash to deal with non- 
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depositors who were or might be in a 
position to delay reorganization. Liti- 
gants moving for delay frequently have 
but a very small interest, but know that 
the large security holders cannot afford 
to let matters drag. They hoped to be— 
ind very often were—bought off. 
Nevertheless, the holders of mort- 
gages, which under the law unques- 
tionably were and still are entitled to 
par and interest for their security, were 
formerly in position to crack the whip 
against the holders of junior mort- 
gages or equities by threatening to 
assert their legal rights of foreclosure. 


Procedure under 774 


The enactment of Section 77 of the 
Bankruptcy Act has changed this 
procedure. It aims: 


First—to place the I. C. C. in a position 
to approve or to prepare a plan; 

Second—to provide hearings before it 
and the Court; 

Third—to accelerate composition among 
security holders without permitting the 
collusion of management with creditors for 
any purpose, and without going through 
the fiction of foreclosure and the expense of 
self-appointed bondholders’ committees 
and control of or by such committees. 


Section 77 provides that the debtor 
corporation itself, or 5% of the cred- 
itors, may come into court and ask 
for the appointment of a trustee or 
trustees, and that in the case of a Class 
[ carrier, there must be either one 
trustee who has not had any previous 
connection with the management; or if 
there is more than one trustee, only one 
of the group may have been connected 
with the corporation within a year. The 
debtor must file a reorganization plan 
with the court of proper jurisdiction 
and the I. C. C. within six months after 
the appointment of trustees, with 
iuthority to the court to extend this 


from time to time for periods not exceed- 
ing six months. Under this section, 
several plans have been filed by debtors 
which have every appearance of being 
merely a perfunctory—although neces- 
sary—compliance with the law, with- 
out serious expectation of becoming 
effective. 

Reorganization plans may also be 
filed by the trustee or trustees or by or 
on behalf of not less than 10% in 
amount of any class of creditors or 
by or on behalf of any class of stock- 
holders, being not less than 10% in 
amount of any such class, or with the 
consent of the Commission by any 
party in interest. The I. C.C. must then 
hold public hearings on any plan sub- 
mitted and report an order by which it 
shall approve a plan which may be 
different from any which has been 
proposed, which will meet with the 
various requirements and be compatible 
with the public interest, or it may refuse 
to approve any plan. 

The following sentence of Subsection 
B may change the status of the holders 
of leased line stocks considerably: 


. . . In case an executory contract or un- 
expired lease of property shall be rejected, 
or shall not have been adopted by a trustee 
appointed under this section, or shall have 
been rejected by a receiver in equity in a 
proceeding pending prior to the institution 
of a proceeding under this section, or shall 
be rejected by any plan, any person injured 
by such nonadoption or rejection shall for 
all purposes of this section be deemed to be 
a creditor of the debtor to the extent of the 
actual damage or injury determined in 
accordance with principles obtaining in 
equity proceedings.!® 


The effect of these particular provisions 
will undoubtedly have to be ad- 
judicated. Formerly, the receivers of a 
railroad or a successor corporation 


a1 U.S.C. A. §205(b). 
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could abrogate leases previously en- 
tered into and the holders of leased 
line stocks could claim no damages. 
For example, the St. Louis-San Fran- 
cisco system nearly 30 years ago 
acquired substantially all of the 12,150,- 
000 preferred and 8,500,000 common 
stock of the Chicago & Eastern Illinois 
Railroad, against which it issued its 
own leased line certificates, carrying a 
guaranteed dividend of 6% and 10% 
respectively. When the Frisco went into 
bankruptcy in 1912, it defaulted on 
these dividends; it was reorganized 
3 years later and the holders of C. & 
E. I. leased line certificates received 
a corresponding amount of preferred 
and common stock and new Frisco 
preferred; that is, 18% on the preferred 
and 30% on the common stock for 
the unpaid dividends which had ac- 
crued during the 3 years. In addition 
thereto, in settlement of some minor 
matters, they received a small amount 
of common stock—$2.50 per $100 on 
the preferred and $4.25 on the common. 
The question under the language of 
Subsection B is whether the holders 
of guaranteed or leased line stocks like 
those of the Old Colony in the New 
Haven System are entitled to new 
securities of the reorganized company 
coming ahead of the new New Haven 
common according to the Boyd Deci- 
sion,'® or merely to damages for the 
unpaid dividends accrued during the 
period as was done in the case above 
mentioned." Since there are $25,000,000 
of Old Colony stock, the New Haven 
reorganization would appear to be im- 
possible until this question is adjudi- 
cated or compromised. 
8 228 U.S. 482, 33 S. Ct. ssa. 
"In the New Haven reorganization, the opinion of 
Judge Carroll C. Hincks, “In the Matter of the 
Connecticut Company, Debtor, 16587,” dated Sep- 


tember 1, 1937, defines the damage “on account of 
‘accrual rent’ from December 18, 1935, when the 





A New Haven plan has been issued 
by the debtor, on which the I. C. C. 
held a hearing in September, 1937. 
In the meanwhile, the Old Colony 
Company itself has been given until 
October, 1937, to present a plan. A 
hearing on the New Haven plan, in 
view of these conditions, would appear 
to be a waste of time, although the New 
Haven Trustees, who claim that the Old 
Colony is earning $2,000,000 less than 
its operating expenses, allocated two 
shares of new New Haven stock for one 
share of present Old Colony stock. 
Many of the present bondholders of 
the New Haven are opposed to includ- 
ing the Old Colony in any present 
reorganization because it has a great 
many obsolete lines, a large volume of 
unprofitable passenger business, and a 
huge tax burden on its terminals. This 
particular situation is a fair example of 
the problems which confront reorgan- 
izers and appears to prove the absurd- 
ity of a short time limit for filing a 
reorganization plan. 

Subsection D requires that any plan 
“be compatible with the public inter- 
est,” but fails to define what is meant 
by public interest. Heretofore this 
phrase in connection with any railroad 
meant that it should at all times be 
able to render efficient and economic 
service. Applying this well established 
principle to the public interest in a 
railroad reorganization plan, it should 
mean that the reorganized corporation 
should have a capital structure with 
obligatory interest charges so low that 
it is never likely to be compelled to let 
its property deteriorate by skimping 
its maintenance in order to meet obliga- 
subtenancy of the Connecticut Company was termi- 
nated and the original lease was rejected by the New 
Haven Trustees, to June 30, 1937, when the hearing 
upon these claims began, at $1,609,333.70.” There is 


deducted from this amount the net earnings of the par- 
ticular property referred to for the period mentioned. 
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ry interest charges, and that it should 
also be able to obtain additional capital 
to enable it to expand or modernize 
its property in order to continue to 
give such efficient and economic serv- 
ice as may be justified by a reasonable 
demand or made necessary by com- 
petitive conditions. This definition of 
public interest appears to be thor- 
oughly confirmed by the language of 
Subsection B.* 

At present, there is a strong tendency 
to widen the concept of “‘ public inter- 
est”? to cover a number of other things. 
or example, in this particular situation 
it appears to be implied that public in- 
terest refers to the interest of the scat- 
tered security holders, who have in the 
past in some isolated cases been badly 
represented by their protective com- 
mittees or have not been adequately 
protected at all, partially owing to their 
own inertia or ignorance. The possi- 
bility of direct representation of the 
scattered small security holders, how- 
ever, has been substantially annihilated 
by Subsection P of the Act, which 
makes it not only difficult to form pro- 
tective committees, but takes away the 
incentive to do so by making remu- 
neration for any work accomplished 
extremely uncertain and very moderate 
at best. 

Subsection C, Paragraph 12, of the 
law provides that the Commission may 
designate its agents (employees, no 
doubt) to gather detailed data includ- 
ing the methods of allocating earnings, 
etc., and that such report shall be prima 
facie evidence in any proceedings. Such 
: “A plan of reorganization within the meaning of 
this section . . . (4) shall provide for fixed charges 
(including fixed interest on funded debt, interest on 
unfunded debt, amortization of discount on funded 
debt and rent for leased railroads) in such an amount 
that, after due consideration of the probable prospec- 
tive earnings of the property in light of its earnings 
experience and all other relevant facts, there shall be 
adequate coverage of such fixed charges by the prob- 


reports made at the debtors’ expense 
would, in effect, constitute I. C. C. 
employees to be arbitrators who even 
attempt to pass on legal questions, such 
as the conflicting provisions of two 
Western Pacific mortgages. No doubt 
this provision was intended to reduce 
the high costs of expert investigation, 
but it appears doubtful whether it will 
either result in economy or work to the 
satisfaction of security holders. The 
law distinctly prohibits the heretofore 
customary payment of committee fees 
out of corporate or trustee funds al- 
though it does allow for reimbursement 
for all proper expenses by committees; 
however, the membership of commit- 
tees and the propriety and amount of 
expenditures are subject to I. C. C. 
approval. The New York, New Haven 
& Hartford and the Old Colony secur- 
ity holders have caused elaborate re- 
ports to be prepared for their own 
information. Likewise similar groups 
have had outside investigators prepare 
more or less exhaustive analyses of the 
Chicago & Northwestern and the Den- 
ver & Rio Grande railroads, etc. 

The holders of small divisional liens 
have been rendered entirely helpless as, 
for instance, in the case of the Little 
Rock, Hot Springs & Western which is 
part of both the Missouri Pacific and 
Rock Island systems. In this case, in- 
volving $1,140,000, the I. C. C. re- 
fused to sanction the formation by the 
trustee of the mortgage of a protective 
committee. 

The actual result of the foregoing 
legislation is to encourage the accumu- 
able earnings available for the payment thereof.” 
19In this situation a master appointed by the court 
recommended the payment of interest on these bonds; 
the trustees operating the property objected to the 
master’s report and the bondholders have had no 
interest on their bonds and apparently no particular 


protection from any direction. This issue is small and 
the holders appear to be completely “forgotten men.” 
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sented by the cooperation permitted 
under Subsection P, which reads that: 


lation at bargain prices of the securities 
of bankrupt companies by some invest- 
ment trusts, private holding companies, 
and wealthy individuals who do not 
need the income. Such buyers can af- 
ford to pay for investigations on their 
own behalf, and, if necessary, to carry 
on prolonged litigation to protect their 
own interest. In the meanwhile the 
small bona fide investor, and even the 
small speculator, becomes discouraged 
and sells. In the lingo of Wall Street, he 
is ““shaken out.” 

Committees have been “smeared” 
to such an extent by the one-sided 
publicity in government investigations 
and publications, that even if they 
organize in accordance with Subsection 
P, they cannot obtain the adequate 
public support to carry on effectively. 
No self-respecting persons of the kind 
required for good committee work are 
willing to serve or assume any responsi- 
bility when they know they cannot do 
effective work. 

Nearly two-thirds of all railroad 
bonds outstanding, aggregating over 
$11,000,000,000, are held by life insur- 
ance companies, savings banks, hos- 
pitals, universities, foundations, etc. 
The sixty odd million owners of life 
insurance policies, the millions of hold- 
ers of fire and other types of insurance 
policies, the twenty odd million de- 
positors in savings banks, and those 
millions interested in other institutions 
as possible beneficiaries of hospital serv- 
ice, college training, scientific develop- 
ment, etc., never think of themselves as 
being interested in railroad  securi- 
ties, and therefore are completely dor- 
mant, insensible, and inert. They are 
permitted to be, and largely are, repre- 
20 There is one conspicuous case pending which con- 
cerns the acquisition in 1929 by the Missouri Pacific 
from the Alleghany Corporation of some terminal 


properties in Kansas City and St. Joseph, at the 
extravagant and optimistic prices of those days. The 


Nothing contained in this section . . 
should be construed... to prohibit 
groups of not more than 25 bona fide holders 
of securities or claims or groups of mutual 
institutions from acting together for their 
own interest and not for others through 
representatives or otherwise or from author- 
izing representatives of such groups to act 
for them in respect to any of the foregoing 
matters. 


But the plans put forward by groups of 
mutual institutions—mostly life insur- 
ance companies and savings banks 
which, in many instances, represent 
from 25% to over 50% of entire issues 
—have not thus far in a single case had 
the approval of the I. C. C., whose 
officials have insisted on changing their 
status from creditors to equity owners 
to a very much larger extent than the 
bondholders considered justified. 

The interest of the Reconstruction 
Finance Corporation in many reorgan- 
izations only changes the status of the 
matter in so far as this corporation, 
like other government bodies, is not in 
any particular hurry for repayment and 
is very completely equipped with a legal 
staff. On the whole, it has shown a de- 
sire to be cooperative. 

The provisions of the law which re- 
quire the judge to direct trustees to 
investigate possible past dishonesty or 
mismanagement have thus far accom- 
plished nothing other than to cause the 
bankrupt corporation and its former 
officials to incur a thus far undeter- 
mined but surely very large amount for 
legal expense.?° There has been one 
recovery. In the case of the St. Louis- 
obligations connected with these acquisitions will un- 
doubtedly, in the final analysis, be settled like all other 
bankrupts’ obligations by being either abrogated or 


compromised at a price commensurate with prevailing 
conditions. 
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San Francisco a large sum had been 
voted by the company before receiver- 
ship to the reorganization managers for 
expenses to be incurred in soliciting 
support for a reorganization plan which, 
however, did not become effective. The 
trustees obtained a refund of $175,000 
on this account after some negotiations. 
Inasmuch as this was unquestionably 
in the nature of a trust fund, recovery 
should have been certain even without 
Section 77. 


Taxation and Railroad Reorganization 


The status of holders of defaulted 
bonds has been further very greatly 
changed by the passage of the undis- 
tributed profits tax law of 1936, which 
is generally designated as the “pressure 
tax law.”’ While heretofore the Federal 
corporation tax has gradually been ad- 
vanced to 1444% on all net earnings 
above operating costs, taxes, and inter- 
est charges, this new law greatly in- 
creases the tax on a sliding scale if net 
earnings are not immediately distrib- 
uted to stockholders. 

Heretofore the most successful rail- 
road corporations, like the Pennsyl- 
vania Railroad, Norfolk & Western, 
etc., have followed the policy of “a 
dollar for improvements to a dollar for 
dividends.” Most railroad companies 
must steadily spend large sums for 
obsolescence of all kinds. For example, 
a new station in a community with 
ten thousand inhabitants costing, say, 
$25,000 in place of an obsolete one 
erected probably 50 years previously 
at a cost of $5,000 will produce no 
additional revenue but means increased 
expenses for maintenance, taxes, and 
some additional wages. Under the rules 
of the I. C. C., the $20,000 difference 
in cost may not be classed as an operat- 
ing expense, but must be charged to 
improvements. The companies do not 
mind adding this amount to their cost 


of property, but object to issuing secur- 
ities for this unproductive investment 
and to paying an extra tax of, say, 
20%, or $4,000, for having used earn- 
ings for this purpose. 

Compelling suffering holders of de- 
faulted bonds to accept stock in place 
of income bonds works out something 
like this: If a $10,000,000 5% bond 
issue in New York State were in 
default, the bondholders, for lack of 
adequate net earnings of their com- 
pany, would not be subject to payment 
of a Federal or state corporation 
income tax. If this company earns net 
$125,000 with a reasonable possibility 
of doubling this, it would be sound in a 
reorganization to issue to the holders 
of the defaulted bonds 25% or $2,500,- 
000 of new 4% bonds, requiring an 
annual interest payment of $100,000 
and 30% or $3,000,000 in 5% income 
bonds plus some kind of stock for the 
balance. If the earnings should increase 
to $250,000, the original bondholders 
might receive in that event the equiva- 
lent of 214% interest on their old 
bonds; although probably some of the 
net earnings might have to be spent 
for obsolescence of betterments; of 
course there exists a possibility that 
this amount might be, under favorable 
conditions, repaid to the holders in 
the future. 

If but 25% of new bonds are issued 
in reorganization and all the balance is 
represented by stock, then the results 
are likely to be like this: 








Net earnings $250,000 

Obligatory interest 100, 000 

Taxable balance $150,000 
1414% Federal Corpo- 
ration Tax (proba- 

bly more in time) $21,750 

5% State Corporation 
Tax (probably more 

in time) 7,500 29,250 
Applicable to divi- 

dends on stock $120,750 
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If it is necessary in the public interest 
to expend $50,000 on the property 
or to set aside a reserve for a poor year 
on which there is payable an undis- 
tributed profits tax of $5,250,"! there is 
left distributable to stockholders in 
cash $65,000; but if all of the $150,000 
should be spent on the property “in 
the public interest,” then the undis- 
tributed profits tax would be $18,500. 
Verily, the Biblical saying ‘‘ From those 
who have not shall be taken even the 
little they have” applies to the taxed. 
The shorn lamb emphatically does not 
deem it just to have the tax gatherer 
benefit by his misfortune. 

The so-called income bond, the 
income of which is contingent on 
earnings, may not be in the public 
interest from the point of view of better 
service or from the angle of benefit to 
the security holders. Its use in reorgan- 
ization is obviously of great benefit to 
the public from the taxpayers’ stand- 
point. It is to be kept in mind, more- 
over, that it was the intent of Congress 
that the I. C. C. should help to temper 
the wind to the shorn lamb, as proven 
by the fact that Subsection H of the 
law very definitely eases the tax bur- 
den on the holders of securities of com- 
panies being reorganized by exempting 
them from the payment of all the 
customary transfer and other taxes 
connected with the issuance of the new 
securities. 


Delays in Reorganization: The C. & 
E. I. and Other Cases 


It was clearly the intent of Congress 
to expedite “‘composition”’ or prompt 


21 Roughly, the undistributed profit tax is: 
7% on the first 10% of undistributed profits 
12% on the undistributed profits in excess of 10% 
and up to 20% 
17% on the undistributed profits in excess of 20% 
and up to 40% 


compromises among security holders, 
but by compelling the filing of plans 
by debtors before there was any meet- 
ing of minds among the various classes 
of security holders, it actually encour- 
aged delays. When the customary 
higgling among various interests js 
forced into open public hearings, with 
lawyers filling the record with their— 
quite naturally—customarily one-sided 
arguments, with others hoping to ben- 
efit by strife being permitted to in- 
tervene, with competitors and labor 
unions”? being admitted on the highly 
elastic construction of the theory of 
public interest, the hearings and the 
record stretch out beyond any reason- 
able limit with consequent increased 
delay, costs, and disgust, without any- 
thing substantial being accomplished. 
Congress provided that after due 
hearings a reorganization plan shall 
be approved by the I. C. C., then 
referred to the court who is also to hold 
hearings; if and when confirmed by the 
court, the securities provided for and 
all the other provisions of the plan 
shall be authorized by the I. C. C. It 
necessarily was forced to tie in the 
Commission because of its relation to 
and experience with railroad affairs. 
But this bill tends to delay matters 
unnecessarily by shuttling creditors 
and stockholders to the Commission, 
then to the courts, and then to the 
Commission, with ample time for 
notice of hearings and the customary 
adjournments. In the meantime, while 
situations are being dragged out, im- 
portant matters are not having due 
attention of either trustees, the court, 


or the I. C. C. 


22% on the undistributed profits in excess of 40% 
and up to 60% 
27% on all undistributed profits above 60% 
22 As in the Louisiana and North West reorganization 
hearings. 
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A fair example is the issue of $2,736,- 
900 Chicago & Eastern Illinois First 6s, 
which came due on October 1, 1934. 
This issue is unquestionably good, and 
up to the date of maturity, interest was 
promptly paid. At about the date of 
the issue’s maturity, a plan was 
promulgated before the Commission 
and the trustee was somewhat short 
of cash; therefore the necessary order 
to pay interest on these bonds after 
their maturity was not entered. It was 
stated that the court felt that this 
whole situation was then up to the 
I. C. C., while the latter claimed the 
payment of interest is a matter to be 
dealt with by the trustees and the 
court. In the meantime, the bond- 
holders are not getting any interest at 
all, although the company during 1936 
earned about ten times the required 
amount. Surely this particular issue, on 
account of the enormous equity back 
of it, was entitled to payment of cash 
at maturity. Under the former cus- 
tomary proceedings, when bondholders 
were in a stronger position to exercise 
their legal rights of foreclosure, the 
court would have authorized the issue 
of receiver’s certificates to replace 
them, or would have extended the 
bonds for a few years at a fair rate of 
interest with an option to the holders 
to get cash instead of the extended 
bonds. The fact that bondholders, no 
matter how good their security is, are 
not in position to enforce their lien is 

certainly jeopardizing railroad credit 
and discouraging investment in rail- 


- road securities. 


Quite recently, after the hearings on 
the C. & E. I. plan had closed, the Com- 
mission opened them again in order to 
admit a brief by a new government 
' body—The Bituminous Coal Com- 
'mission. This brief alleges that the 
'C. & E. I. should not be part of the 


te Nl 


Chesapeake & Ohio System, although 
the bondholders consider it in their 
interest that this should be the case. 
It is claimed that if the road were 
independent it would ask that the rates 
on Illinois coal be lowered in competi- 
tion with West Virginia and Kentucky 
coal located on the C. & O. 

Other large carriers of Illinois coal 
into the Chicago market—the Illinois 
Central and C. B. & Q.—undoubtedly 
would urge lower rates if they thought 
that their net earnings could be in- 
creased thereby, but thus far they have 
not been heard from. The matter of 
adjustment of coal rates between 
different coal producing districts has 
been a sore point which apparently 
never will or can be solved to the satis- 
faction of all parties concerned, al- 
though it has been a political issue in 
the states of West Virginia, Kentucky, 
Pennsylvania, and Ohio, causing the 
defeat of one United States Senator at 
an election, the refusal to confirm a 
Pennsylvania man nominated to the 
I. C. C. by the senators who were 
opposed to lowering coai rates from 
Pennsylvania to the Great Lakes, and 
many other political consequences. 

It is part of the responsibilities of the 
I. C. C. to supervise the rate structure, 
but it seems quite puzzling why the 
security holders of the C. & E. I. should 
await the outcome of a battle over coal 
rates which may last for years, if ever 
settled. The law reads: 


After the filing of such a plan the Com- 
mission, unless such plan be considered by 
it to be prima facie impracticable, shall, 
after due notice to all stockholders and 
creditors, ... hold public hearings at 
which opportunity shall be given to any 
interested party to be heard, and follow- 
ing which the Commission shall render a 
report.”% 


2341 U.S.C. A. §(d). 
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It seems to be a question of the in- 
terpretation of the words “interested 
party.” The context would indicate 
that they refer to stockholders and 
creditors, but the words “interested 
party” and “public interest” seem to 
be capable of most indefinite stretching. 

Thus far, the only railroad which has 
been reorganized under 77 is the 
Chicago, South Shore & South Bend 
Railroad, an unimportant interurban 
electric line, and the Copper Range 
Railroad, a short line owned by a cop- 
per mining company. In four cases— 
the Alabama, Tennessee & Northern; 
the Louisiana & North West; the 
Spokane International ;** and the West- 
ern Pacific—the Bureau of Finance of 
the I. C. C. has formulated plans which 
are entirely unacceptable to the holders 
of the first mortgage bonds. In the 
meanwhile, the holders of the junior 
bonds and equities are hiding behind 
the Commission’s skirts, trusting that 
more favorable terms may be wrangled 
out for their benefit. Whether the Com- 
mission will be more helpful than a 
definite threat of foreclosure at a fixed 
date in protecting the legal rights of 
holders of mortgage bonds in their 
respective order as against each other 
and the holders of equities, remains to 
be learned. 

In view of the improving earnings 
subsequent to 1932, the holders of 
first mortgage bond issues of large 
systems like the Northwestern, Mil- 
waukee, Rock Island, etc., were not 
desirous of forcing the situation but 
preferred to await hopefully further 
improvement of earnings, especially 
as in the meanwhile a large amount of 
deferred maintenance has been or is 
being made good. With the present 


*4 The writer is connected with these three reorgani- 
zations. 
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outlook for increased operating Costs, 
further increases in net earnings cannot 
be expected unless there is a change in 
the rate structure. 


I. C. C. Control of Reorganizations and 
Rates 


If the I. C. C. itself promulgates 
plans which are not acceptable to the 
requisite two-thirds of voting creditors 
and a majority of voting stockholders, 
its constitutionally doubtful power of 
forcing through a plan with the cooper- 
ation of the court will be barren of 
results, because such action would 
merely prolong litigation. However, it is 
very doubtful indeed whether the 
I. C. C., as constituted at present, with 
the high sense of responsibility of its 
individual members, would ever use this 
theoretical power of force majeur even 
if a court should cooperate, which is 
equally improbable. 

The methods of higgling between 
various committees and groups may 
not be ideal, but they have accom- 
plished results in this imperfect world 
more satisfactory than can be accom- 
plished by compulsory government 
interference. On the other hand, it is 
quite true that a compromise which 
accomplishes its purpose need not 
necessarily be quite logical, but such 
illogical solutions by outsiders are 
always resented by squabbling mem- 
bers of a family or of a corporation. 

The I. C. C. or its Bureau of Finance, 
in the documents thus far published in 
connection with 77 proceedings, neces- 
sarily sustains and proclaims the senior- 
ity rights as to principal and interest of 
the various classes of creditors and 
equity owners, while it wabbles when it 


comes to the distribution of securities — 


among the parties entitled to them, as 
for instance in its treatment of the 
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unsecured claim of the government 
against the Spokane International.” 

The rate structure and the financial 
structure of railroads are so inter- 
woven that a few remarks on the former 
would appear to be pertinent here. 
While the Commission’s prognostica- 
tions as to future business and the 
necessity for rate increases may have 
averaged better than the prognostica- 
tions of other government bureaus, its 
average has not been good over the 
last 30 years—certainly no better than 
that of private corporations. 

Whenever railroads need a rate 
increase, the Commission seems in- 
clined to look upon the future as hope- 
ful. This may be due to the larger 
quantity of testimony by shippers or 
the poorer quality of testimony by the 
railroads, but the facts should largely 
speak for themselves. The Commission 
certainly is in possession of all the 
income statements and balance sheets 
of the railroads, with analyses of their 
accounts to the last moment. It also 
knows that all shippers are at all times 
opposed to rate advances. These long 
hearings in connection with rate 
changes with the piling up of tens and 
hundreds of thousands of pages of 
testimony seem to the innocent ob- 
server grossly overdone. In 1912 the 
Commission guessed business was going 
to be better and the railroads would 
not need rate increases; however, they 
did. In 1920 the Commission guessed 


*“Tt is but fair to admit that the I. C. C. has a 
virtually impossible task to perform, with the law such 
as it is, and a Congress and a public opinion behind 
that law which never has been either wholly fair nor 
really intelligent in dealing with our problem. It would 
be grossly unjust to lay all the blame, or even the 
major portion of it, on the Commission’s shoulders. 
But the facts and the consequences remain.” Ex-I. C. 
Commissioner T. F. Woodlock, Wall Street Journal, 
August 25, 1937. 

** Commissioner Eastman, who was a member of 


that the western lines did not need as 
much of a rate increase as the eastern 
lines; time has shown this conclusion 
to have been grossly erroneous. Early 
in 1920, with tremendously increasing 
wages, it was known that rate advances 
would be necessary; however, these 
advances did not become effective until 
six months later. When private manage- 
ment guesses wrong, it is at the expense 
of the stockholders who hold the man- 
agement responsible. When the Com- 
Mission guesses wrong, or delays un- 
duly, it seems just too bad, but there 
is nothing anybody can do about it. 

When it is said that most of the 
securities which have “gone wrong” 
have been duly authorized by the Com- 
mission, it should also be kept in mind 
that such action was taken in many 
cases simply because the Commission 
felt it should not interfere with the 
discretion of management.” 


Conclusions 


Railroad Financial Reorganizations. 
During the period of triai and error in 
administering the new law, probably 
the following principles will be worked 
out: 


1. That first mortgage bonds in 
default which are not now or are not 
likely at an early date to show full 
interest earned with a_ reasonable 
margin, will be scaled as to principal 


Division of Finance at the time, opposed the authority 
to the Seaboard Air Line System to parallel the Florida 
East Coast line to Miami and the issuing of bonds in 
connection therewith but was overruled by the other 
two members of this Division on the theory of manage- 
ment discretion—I. C. C. Docket 5041, November 13, 
1925. However, if the Finance Division had refused to 
give this permission, the Florida delegation to Con- 
gress would have promptly protested, and moved for 
a change in the law or even abolishment of the 
Commission. 
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to an amount which will enable the 
obliger to pay interest even in com- 
paratively bad years. 


2. Interest on such bonds will proba- 
bly be fixed at approximately 4% to 
444%, commensurate with market 
prices for prime bonds at the time of 
issue. The balance of the face value of 
the old bond issues depending on their 
earning status will undoubtedly be 
converted into contingent interest- 
bearing bonds and preferred stocks; 
such contingent bonds will have to pay 
a higher rate of interest—probably 
446% to 5%—with a distant maturity 
date, in order to hold out hope to the 
holders receiving them that, if and as 
times improve, these income bonds may 
approach par. As an example may be 
cited the Atchison, Topeka & Santa Fe 
Adjustment Income bonds issued in the 
reorganization of 1896 which are now 
selling at a premium. 

Inasmuch as the holders of mortgage 
bonds are entitled to interest ahead of 
holders of equity securities, income 
bonds and preferred stock issued to 
them should be cumulative to a reason- 
able extent, say, to not exceeding 25%. 
The various bond issues should have a 
moderate sinking fund but such sinking 
fund payments should not be at the 
expense of interest to which the bond- 
holders are entitled. Preferred stocks 
should pay around 5%. 

As a matter of fact, it would not ap- 
pear at all contrary to the spirit of the 
law or contrary to public interest for 
holders of defaulted bonds to insist on 
getting income bonds or, to give the 
security its more appropriate name, 
“contingent interest-bearing bonds,” 
for the par amount of their present 
issue; by doing so, they would merely 
waive obligatory interest payments for 
the simple reason that they are not 
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available now, and might not be ayail- 
able again in the future. Such a plan, 
however, would have to permit the 
issue of a prior lien security to raise 
new capital, if required. 


3. Formerly stockholders furnished 
new money to maintain their equity. 
They used to pay an assessment, as it 
was called, although legally it was not 
exactly that. They did not have to pay 
it if they did not want to, but if they 
failed to do so, they lost their equity. 
Inasmuch as railroad stockholders are 
now rarely in a position to pay an as- 
sessment, they will probably, in many 
cases, get a highly speculative so-called 
warrant which is a right to purchase 
stock at a given price within a certain 
time. Probably the Norfolk Southern 
reorganization plan” promulgated on 
August 25, 1937, might well become 
typical, adjusted, of course, to varying 
situations. This type of plan is suitable 
for a small company which is not likely 
to need much money in the future. 
Large companies must make provisions 
to raise at least a part of their future 
capital requirements by means other 
than the sale of first mortgage bonds 
so as to avoid an undue increase of 
future fixed charges, with the danger of 
another bankruptcy. 


I. C. C. Procedure. Meanwhile, the 
status of railroad credit in the United 
States has been drifting steadily from 
bad to worse. Shortsightedness by all 
parties concerned, that is, by the public 
(as reflected in Congress and in the 
I. C. C.), the shippers, labor, railroad 
management, and security holders, is 
responsible for this. An endeavor to fix 
the respective proportions would be 
both useless and merely a matter of 
personal opinion, entirely incapable of 


7 See page 24. 
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proof. The administration of Section 77 
by the I. C. C. might well be a deciding 
factor as to whether railroad credit will 
be gradually rehabilitated or more com- 
pletely destroyed. If the I. C. C. inter- 
prets the law as intending to have it 
cooperate with security holders toward 
sound railroad situations from the 
point of view of both capital structure 
and earning capacity, then 77 will be 
very helpful. On the other hand, if 77 is 
construed as giving the I. C. C. author- 
ity to tell security holders what they 
must accept, then new capital for rail- 
road development will become unavail- 
able and government ownership in the 
early future a certainty. 

There appears to be nothing in Sub- 
section D which may be considered to 
require the Commission to promulgate 
a reorganization plan of its own with- 
out having previously made all reason- 
able efforts to get the interested parties 
to come to an agreement. If the Com- 
mission or its finance division (known 
as Division 4), or the Bureau of Fi- 
nance, which is under the direction of 
Division 4, after the required public 
hearings on any plan proposed by any 
debtor, trustee, or security holder, will 
request all interested parties, or the 
most important ones, to meet in cham- 
bers, as many judges do under similar 
conditions, much progress could be 
made toward a meeting of minds. Some- 
times judges themselves sit in at such 
meetings with a view to arriving at an 
opinion as to whether the differences 
among the various parties are funda- 
mental, or as to details, or whether 
there is somewhere an attempt at a 
holdup. 

Among the large and experienced 
staff of the Bureau of Finance, there 
surely should be several men qualified 
by breadth of view and experience to 
bring the contending parties together 


or gradually nearer to each other. Such 
a “conciliatory practice”’ will probably 
do away with the promulgation of plans 
of its own by the I. C. C. or the Bureau 
of Finance, which have thus far been 
in the nature of a surprise to everybody 
and acceptable to nobody. 

According to the words “unless a 
plan shall be considered ... to be 
prima facie impracticable ... ” the 
Commission would appear to have 
authority promptly to disregard and 
throw out reorganization plans like 
those submitted by the Rock Island 
preferred stockholders’ committee or 
by the Chicago & Northwestern Rail- 
road.*% There is nothing in the law 
which would prohibit or prevent the 
Commission, even before the required 
public hearing, from endeavoring to 
reach a closer meeting of minds. Cer- 
tainly it was the intent of Congress to 
bring about reorganizations at a mini- 
mum of time and cost. Surely such 
efforts of conciliation would do much 
toward reduction of the congested cal- 
endar of the Bureau of Finance, would 
be within the spirit of the law, and 
would bring practical results at a mini- 
mum cost, though they would involve 
a great sacrifice of bureaucratic prec- 
edents. If the Commission has no one 
available with the requisite experience 
and background to act as conciliator, a 
way might be found by which the 
trustees or the Commission itself could 
pay a reasonable compensation to the 
qualified person. 

Much time could be saved if legal 
questions, for example, ambiguities in 
or conflicts between mortgages, could 
be certified by the trustees or the I. C. 
C. to the court in charge of the trustee- 
ship for prompt adjudication. Early 
decisions on such matters, even though 


% The latter was undoubtedly submitted as a technical 
compliance with the law. 
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subject to appeal, would certainly be 
helpful. 


Dependent on the breadth of view of 
the I. C. C. in the administration of 
Section 77, and the necessary adjust- 
ment of the rate structure commen- 
surate with increased costs, rests the 
grave problem whether the railroads 
can remain in private ownership. At 
present, the I. C. C. fixes railroad rates; 
the labor board arbitrates railroad 
wages in the interest of labor, and other 
government boards cooperate in raising 
wages which in effect fix the cost of 
railroad supplies. The government di- 
rectly subsidizes competition by water 
and many people claim that it is sup- 
plying highways for trucks and buses at 


less than cost of maintenance. The 
labor unions largely fix the method of 
operation. There appears to be left to 
railroad management merely the obli- 
gation to compete with each other and 
with other forms of transportation, and 
to the bona fide investor in their securi- 
ties, only the privilege of losing money. 
We cannot possibly continue to drift 
hopefully much longer under these 
conditions. Unquestionably 77 has done 
away with a number of undesirable 
practices. If its framers had been more 
moderate, the law would undoubtedly 
be much more constructive and effec- 
tive. Its worst features are the “1. C.C. 
—Court Shuttle” and too many un- 
necessary, expansive, and expensive 
public hearings. 
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RECIPROCITY IN FOREIGN TRADE POLICY} 
BY N. H. ENGLE 


RADITIONAL political econ- 

omy has for more than a cen- 

tury and a half accepted as 
sacrosanct the doctrine that freedom 
of commerce between nations is the 
keystone in the arch of national wealth 
building. A direct line of spiritual 
descendants of Adam Smith has con- 
sistently advocated minimum restric- 
tions upon the international flow of 
commerce as essential to prosperity. 
In England, until very recent times, 
the policy of His Majesty’s Govern- 
ment has been consistent with the 
doctrine of the economic schoolmen— 
and England has waxed wealthy and 
powerful. In the United States, the 
policy of the Federal Government has 
been as consistently contrary to the 
teaching of the economists—and Amer- 
ica has risen to the highest rank as a 
rich world power. The layman in 
economic thinking may well be con- 
fused by such results and conclude 
that tariffs are inconsequential factors. 
The more naive nationalists in each 
country may even believe that tariffs, 
or the absence of them, are causal to 
the growth and prosperity of the 
nation. 

On purely economic grounds, logic 
lies with the advocates of free trade. 
Free trade spells wide-flung markets 
which make possible larger-scale opera- 
tions with lower costs, all stemming 
from the basic principle of economic 
efficiency—specialization or division of 
labor. 

The crevice in the armor of this 
argument is not economic. If the objec- 


* The author is indebted to Mr. Leigh W. Hunt of the 
'rade Agreement Section of the Bureau of Foreign 


tive of a nation is to increase the wealth 
of its people, the way of free trade is 
the open road. Departure from this 
“strait and narrow way” must be 
defended on political or on other than 
economic grounds, if, indeed, it can 
be defended at all. The economist him- 
self has provided the opponents of 
freedom with an armory of weapons 
which have been turned against him. 
For example, economists have con- 
ceded that there may be occasions 
when a government is justified in tem- 
porary protection of an infant industry 
which may be expected to maintain 
itself without artificial aid after it gets 
a good start. This argument has been 
used to justify protective measures 
which have seldom been restricted to 
the temporary period indicated by the 
economist, but have on the contrary 
usually become permanent. Once a 
policy of restriction has been estab- 
lished, other arguments present them- 
selves for its continuation. These are 
chiefly legal or moral, such as the 
injustice of first encouraging the in- 
vestment of capital and the building 
up of communities and skilled labor 
in certain industries and thereafter 
removing the protective shield and 
subjecting them to the rigors of ruth- 
less world competition. 

The greatest cause of trade barriers 
today is political rather than economic, 
moral, or legal. Its roots are deeply 
inbedded in the fertile soil of restrictive 
nationalism. The state must be pre- 
served supreme at any cost—so runs 
the argument. Nationalistic self-sufh- 


and Domestic Commerce for comments and assistance 
on the more technical aspects of this article. 
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ciency with buy-at-home shibboleths 
has become the fashion, and each 
nation lives in fear that some other 
nation may deprive it of its cherished 
self-determination by force of arms. 
Such reasoning spells protection and 
encouragement of essential war indus- 
tries. A sure and sufficient source of 
food for fighting forces and civilian 
population as well as armaments and 
ammunition, aircraft and naval equip- 
ment, must be provided against the 
day of Armageddon. The outcome is a 
world bristling with offensive and 
defensive weapons, with each nation 
hedged in by an imposing array of 
barriers to commerce, ranging from 
simple protective tariff walls to in- 
genious and complicated quota and 
exchange-control mechanisms. 

The United States, until recent years 
at least, has been an outstanding of- 
fender against freedom of international 
commerce through its protective tariffs. 
A traditional policy of protection cul- 
minated in the 1930 tariff of abomina- 
tions which carried duties to extreme 
heights just at a stage of the business 
cycle when encouragement rather than 
obstruction should have been the 
dominant note in foreign trade policy. 
Other nations were quick to accept 
the challenge of this fatal blow at 
world trade, and an orgy of trade 
barrier building followed which has 
far outdistanced American policy. Even 
that age-old stronghold of free trade, 
Great Britain, succumbed to the mania 
of the times and imposed a series of 
restrictions upon imports. By the end 
of 1932 there was not a country in the 
world which had not radically increased 
its import duties, established quantita- 
tive limitations on imports, or used other 
methods such as exchange controls to 
hinder import trade. The result was dis- 
astrous. International trade as a whole 


declined from a peak of $65,000,000,00¢ 
in 1929 to less than $25,000,000,000 in 
1933 while our own foreign trade fol- 
lowed the same downward spiral. 
United States exports dropped from 
$5,241,000,000 in 1929 to $1,675,000,- 
000 in 1933, and imports fell from 
$4,399,000,000 to $1,450,000,000 dur- 
ing the same disastrous years. 

Although our foreign trade as a 
whole ranks far below our domestic 
trade in volume of sales, it has always 
been an important element in our 
national economy. World markets ab- 
sorb an estimated 10% of our total 
production of movable goods in norma! 
years. For certain commodities such 
as cotton, tobacco, naval stores, office 
machines, and patent leather, our 
export business provides a market for 
from one-third to more than half of 
our production. Other industries which 
find substantial markets abroad are 
the automobile, aircraft, prune, raisin, 
apple, pear, and lumber industries. On 
the import side of the ledger, foreign 
trade supplies us with all of our crude 
rubber, tin, coffee, tea and _ spices, 
bananas and other tropical fruits, and 
a host of articles of greater or lesser 
importance. 


Theory of Reciprocity 

The necessity for taking steps to 
restore some measure of our lost trade 
as a part of the general recovery pro- 
gram of the nation was thus obviously 
very great by the winter of 1932-1933. 
The question was, how best to proceed ! 
Several alternatives were open for 
consideration. First, a simple reduc- 
tion in our own high tariffs might have 
been’ envisaged by the idealist in the 
hope of setting a world example. The 
practical economist would make short 
shrift of such a proposal. It would be 
naive to expect the nations of the 
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world to be altruistic enough to follow 
our lead, even if it were possible to 
convince our own people of the desir- 
ability of such a program. The depth 
of one of our severest depressions, 
moreover, was no time to subject the 
struggling industries which were de- 
pendent on protection to additional 
handicaps. Finally, the outcome of an 
attempt to legislate a reduced tariff 
through an American Congress was 
almost certain to fail. Time-honored 
log-rolling methods of tariff building 
would be more apt to produce higher 
than lower tariff walls in the end.? 
Other proposals, such as a_ world 
economic conference designed to reduce 
trade barriers, offered equally hopeless 
prospects. 

The theory of reciprocity, therefore, 
is to offer positive and definite induce- 
ments to individual foreign nations to 
cooperate in a program of mutual re- 
duction of trade barriers. The gist of 
the plan is to reduce our tariffs on items 
which others wish to sell to us, in ex- 
change for concessions on items which 
we want to export to them. It seems 
reasonable to expect that such bilateral 
bargaining will bring positive results. 
It might be objected, however, that 
such bargaining would fail to reduce 
barriers generally by limiting con- 
cessions to the parties to particular 
agreements. This objection is answered 
by the proposal to utilize the most- 
favored-nation formula bilaterally in 
each treaty, and thereby extend auto- 
matically to all nations enjoying com- 
mercial treaty privileges with the 
United States, and with the participat- 
ing nation, the advantages extended to 
the contracting nations under the re- 
ciprocal treaty program. 


*See T. W. Page, Making of the Tariff in the United 


States, for an illuminating discussion of the method of 


The problem of the probable effect 
of such a program on protected Ameri- 
can industries, of course, loomed as a 
shadow over the whole program. It was 
seen that extreme care would have to 
be exercised in the selection of com- 
modities for trading purposes, and that 
full and complete information should 
be forthcoming from industry for con- 
sideration by the government in its 
negotiations. Advocates of the policy 
believed that such a careful application 
of the theory of selectivity to treaty 
bargaining might secure substantial 
results without violence to any impor- 
tant American industry. It was hoped 
that recovery in foreign trade, if it were 
achieved, would have the tendency to 
restore employment and purchasing 
power to important sections of the 
United States, such as the South which 
depends heavily on foreign markets, 
with the ultimate effect of increasing 
domestic business in a wide range of 
American industries which might not 
benefit directly from the trade treaties. 
Finally, it has been pointed out that 
reciprocal bargaining is a more scien- 
tific method of tariff adjustment than 
the outworn method of Congressional 
tariff making. 


Competing Polictes 


The present American plan cannot 
be intelligently appraised without con- 
sideration of the trade policies of cer- 
tain other nations. Two in particular, 
those of Great Britain and of Germany, 
will serve to illustrate, not only because 
of their generic significance, but also 
because of their probable effect upon 
the future of our own program. The 
British plan is largely self-contained, 
and is a unique attempt to bind to- 
gether through preferential agreements 


tariff making by Congress. (Washington: The Brook- 
ings Institution, 1924.) 
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the far-flung outposts of the British 
Empire. Thus the essence of Empire 
preference is as largely political as it is 
economic. It attempts on the economic 
side, however, to provide mutual out- 
lets for the wares of British industry 
and for those of the Empire Common- 
wealths. One of its aims has also been 
to protect and develop certain infant 
industries in the colonial frontiers. In- 
deed it is essentially a recrudescence of 
mercantilism, an effort to revive the 
flow of commerce by whatever make- 
shift in a topsy-turvy economic world. 
Its future course is important from our 
standpoint as a possible restriction on 
our own program. 

The German program is entirely dif- 
ferent, but of equally great interest to 
the student of commercial policy. The 
Reich under the present regime has 
subjected foreign trade to a severe and 
rigid strait-jacket. Imports are not only 
directly restricted, but are also regu- 
lated by strict control of foreign ex- 
change. Four methods of control are 
exercised: (1) requirement of a foreign 
exchange certificate or equivalent docu- 
ment, (2) the establishment of rigidly 
controlled monopolies of specified agri- 
cultural products and derivatives, (3) 
the requirement of import permits, (4) 
miscellaneous controls including sani- 
tary, public safety, mixing, and other 
regulations. These details of regulation 
are cited as indicative of the close check 
which the German Reich is keeping and 
is able to keep on its foreign trade. 
This control mechanism is used by the 
government to direct commerce selec- 
tively through bilateral agreements 
with foreign nations. While it is diffi- 
cult to determine fully the German 
policy, since there is reason to believe 
that the substance of her commercial 
arrangements is frequently treated with 
strict secrecy, there is circumstantial 


evidence apparent in the commercial 
statistics of Central European nations 
as well as in those of Turkey, Poland, 
and a few South American countries, 
that Germany has succeeded in binding 
at least some of these nations to her 
with strong economic ties. 

This condition is illustrated by Table 
I which presents statistics showing 
changes between 1929 and 1936 in 
the value of exports and imports be- 
tween Germany and selected Central 
European powers. Although no allow- 
ances are made for changes in price 
levels, it is believed the comparison has 
validity for the purpose of this study. 
The general conclusion from these data 
is that Germany has sought, apparently 
with considerable success, to exchange 
her industrial output for the raw mate- 
rials, foodstuffs, and other products of 
the less industrialized of her neighbors. 
Bulgaria, for example, has actually in- 
creased the value of her imports from 
Germany between 1929 and 1936, al- 
though her total imports are less than 
40% of the 1929 level. Germany’s 
share increased from 22.2% of the total 
in 1929 to 61% in 1936. Some clue to 
the reason for this remarkable shift 
appears in the changes which have 
taken place in Bulgaria’s exports. From 
less than 30% in 1929, Germany’s share 
had expanded to 47.6% by 1936. Simi- 
lar trends are noted in the trade of 
Roumania, Yugoslavia, and Hungary. 
In contrast, Germany has lost ground 
in Austria and Czechoslovakia where 
strong efforts are being made to build 
industrial economies closely paralleling 
that of Germany. This example of a 
nation striving desperately to achieve 
economic reconstruction by a method 
quite different from ours, as well as 
from the British plan, is cited here 
partly to emphasize the contrast and 
partly because, as will be pointed out 
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later, it has a distinct bearing upon the 
success of our reciprocity program. 

In recapitulation, the contrast be- 
tween reciprocity, Empire preference, 
and exclusive bilateral bargaining in 
theory may be summarized as follows. 
The United States program proposes a 
series of bilateral treaties between inde- 
pendent nations designed to secure 
greater freedom of commerce by spe- 
cific, mutual reductions of tariffs or 
specific granting of other concessions, 
all gains to be extended as widely as 
possible through the application of 
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even of barter, trade relations between 
a predominately industrial nation and 
other nations with more pronounced 
agrarian economies. In theory, this 
policy further strives at bilateral bal- 
ance of merchandise exports and im- 
ports and is thus a restrictive and 
limiting policy-directing trade along 
artificial channels rather than augment- 
ing the flow of trade. 


Reciprocity in Action 


The reciprocal trade agreement pro- 
gram of the United States was estab- 


TABLE I 
ForEIGN TRADE BETWEEN GERMANY AND SELECTED CENTRAL European Powers, 1929 AND 1936 
(value in thousands) 











Czchoslovakia Hungary Austria 
Monetary Unit (Ke) (Pengo) (Sch) 
1929 1936 1929 1936 1929 1936 
Total Exports 20,498, 869 8,086,170 1,040,179 506,649 2,219,598 951,853 
Exports to Germany 3,973,221 1,160,434 119,702 116,786 352,500 157,220 
Percentage of Total 19.4% 14.4% 11.5% 23.0% 15.9% 16.5% 
Total Imports 19,987,858 7,909,199 1,062,771 432,992 3,317,687 1,249,202 
Imports from Germany 5,003,073 1,387,999 209,759 111,796 695,517 216,462 
Percentage of Total 25.0% 17.5% 19.7% 25.8% 21.0% 17.3% 
Roumania Bulgaria Yugoslavia 
Monetary Unit (Lei) (Leva) (Dinars) 
"1929 1936 1929 1936 1929 1936 
Total Exports 28,960,005 19,691,664 6,397,061 3,910,382 7,921,708 4,376,153 
Exports to Germany 8,005, 205 4,092,000 1,911,704 1,859,923 675,131 1,039,059 
Percentage of Total 27.6% 20.8% 29.9% 47.6% 8.5% 23.7% 
Total Imports 29,628,038 10,535,375 8,324,633 3,181,062 7,594,750 4,077,009 
Imports from Germany 7,134,752 4,500,000 1,849,877 1,940,093 1,188,049 1,087,640 
Percentage of Total 24.1% 42.7% 22.2% 61.0% 15.6% 26.7% 


Source: U. S. Bureau of Foreign and Domestic Commerce. 


the unconditional most-favored-nation 
principle. The British program, con- 
summated by the Ottawa agreements, 
conceives of the securing of mutual 
benefits not generally extended to other 
nations, through agreements to give 
preference to one another by a group 
of quasi-independent nations closely 
united by racial and political ties to a 
mother country. The German program 
is an effort to develop, through the 
process of bilateral bargaining and 


lished by Act of Congress approved 
June 12, 1934, in the form of an amend- 
ment to the Tariff Act of 1930. The 
President was empowered for a period 
of three years ‘‘(1) To enter into foreign 
trade agreements with foreign govern- 
ments or instrumentalities thereof; and 
(2) To proclaim such modifications of 
existing duties and other import restric- 
tions”? with certain limitations, the 
most important of which was that 
““No proclamation shall be made in- 
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creasing or decreasing by more than 50 
per centum any existing rate of duty or 
transferring any article between the 
dutiable and free lists.”” The time limit 
was extended for a further period of 
three years by joint resolution of the 
75th Congress approved March 1, 
1937. 

A large measure of credit for this 
legislation goes to Cordell Hull, Secre- 
tary of State, under whose jurisdiction 
the administration of the act falls. 
The act provides that “the President 
shall seek information and advice... . 
from the United States Tariff Com- 
mission, the Departments of State, 
Agriculture, and Commerce and from 
such other sources as he may deem 
appropriate.” In keeping with this 
provision, an interdepartmental com- 
mittee has been established to work 
out the details of the program with a 
definite division of labor between the 
cooperating agencies. The general plan 
of procedure has been first to determine 
the order in which various countries 
should be approached. Economic and 
political conditions have been carefully 
analyzed as a basis for such selection. 
After the preliminary conversations 
have been held between the State 
Department and a particular country, 
an exhaustive study of the export and 
import trade of that nation with the 
United States is initiated. In accord- 
ance with the law, public announce- 
ment is made of the beginning of 
negotiations in order to permit inter- 
ested persons to present their views to 
the committee. After all of the evidence 
bearing upon a particular country has 
been thoroughly sifted, negotiations 
are entered into between representa- 
tives of that country and of the United 
States. A careful analysis of the 
demands of both nations follows, after 
which agreement is reached as to the 


specific changes each country can make 
in its tariff and other restrictions. A 
treaty embodying these agreements 
finally emerges. 

This brief statement falls far short 
of adequately describing the vast 
amount of research and painstaking 
effort which lies behind each trade 
agreement. Not only are the specific 
recommendations of interested indus- 
tries weighed fully and fairly, but every 
commodity entering into or likely to 
enter into the trade between the two 
nations is studied from all angles. For 
example, effort is made by the staffs 
of experts of our cooperating govern- 
ment agencies to determine in advance 
such factors as (1) the items on which 
the United States seeks reductions in 
duty or relaxation of restrictions, (2) 
the probability of the contracting 
nation granting the requested con- 
cessions, (3) the items on which the 
foreign nation will be apt to seek 
reduction of our tariffs, (4) the extent 
to which we can make concessions 
desired by the other country, (5) 
alternative proposals that the United 
States can offer. Such scientific pro- 
cedure is made possible by the utiliza- 
tion of the extensive files and the 
expert personnel of the Department of 
Commerce, including its commercial 
attachés to particular countries; of 
the Tariff Commission; and of other 
agencies which are cooperating with 
the State Department in this work. 


Critique of the Program 


The first agreement completed was 
with Cuba, a special case because of 
our close relations with this country 
as an important source of cane sugar. 
This agreement was signed August 24, 
1934, and became effective September 
3, 1934. Fifteen other agreements, 
indicated in Table II, have been 
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completed as the program enters its 
fourth year. 

There are various ways of appraising 
the success of the trade agreement 
program. The myopic theorist, measur- 
ing results by the hour glass of his 
theory of complete free trade, would 
probably have none of it. Such a com- 
promise with principles would be un- 
thinkable to him. The practical man of 
affairs, on the other hand, would be 


TABLE II 
TrapE AGREEMENTS CONSUMMATED IN First 


[uree-YEAR Periop BY THE UNiTEp StaTes* 


Country Date Signed _ Date Effective 
Cuba Aug. 24, 1934 Sept. 3, 1934 
srazil Feb. 2, 1935 Jan. 1, 1936 
Belgium Feb. 27,1935 May 1, 1935 
Haiti Mar. 28, 1935 June 3, 1935 
Sweden May 25,1935 Aug. 5, 1935 
Colombia Sept. 13, 1935 May 20, 1936 
Canada Nov. 15,1935 Jan. 1, 1936 
Honduras Dec. 18, 1935 Mar. 2, 1936 


Netherlands 


Dec. 20, 1935 


Feb. 1, 1936 





Switzerland Jan. 9, 1936 Feb. 15, 1936 
Nicaragua Mar. 11, 1936 Oct. 1, 1936 
Guatemala Apr. 24,1936 June 1s, 1936 
France May 6, 1936 June 15, 1936 
Finland May 18, 1936 Nov. 2, 1936 
Costa Rica Nov. 28, 1936 Aug. 2, 1937 

EF! Salvador Feb. 19, 1937. May 31, 1937 

* Although not technically under the authority of the Trade 
Agreements Act, the operation of the general program has stimu 
ated collateral arrangements with several other countries, which 


have resulted in distinct benefits for American exports. Czecho- 
slovakia and Ecuador entered into temporary executive agree- 
ments, offering most-favored-nation treatment for American 
products, which represented a considerable improvement over the 

ious situation, in exchange for assurance of corresponding 


treatment for their products on the part of the United States. In 

rn for a similar assurance on our part to the Union of Soviet 
Socialist Republics, we obtained an undertaking that the foreign 
trade monopoly of that government would purchase American 


roducts to a minimum annual value of $30,000,000—an amount 
which a recent renewal increased to $40,000,000. Also, in recog 
ution of the most-favcred-nation treatment of its products by the 
United States, Venezuela undertook to extend to products of 
nerican origin the duty reductions accorded to certain classes of 
French goods under the Franco-Venezuelan agreement.—Prepared 
y Henry Chalmers for Domestic Commerce, September 11, 1937 


Source: U. S. Bureau of Foreign and Domestic 
Commerce. 

apt to evaluate the policy on the basis 
of its immediate effect on our exports. 
If exports have increased, he would 
reason that the policy was successful, 


EL Dana Durand, “Measurement of Effects of 
Reciprocal Trade Agreements,” Journal of the 


although if he happened to be a free 
trader, he might feel that an increase 
in imports was also an evidence of 
success. The narrow nationalist would 
object to any increase in imports. The 
internationalist, especially if he were 
concerned about the fact that the 
United States has become a creditor 
nation, might reason that to be suc- 
cessful the program must bring about 
a relatively greater increase in com- 
modity imports than in exports. 
Quantitative measurement of results 
is definitely limited, as has been so 
ably pointed out by Commissioner 
Durand of the U. S. Tariff Commis- 
sion.* Keeping in mind all of his 
cautions, one may nevertheless glean 
a somewhat better idea of the probable 
effects of the program from a brief 
examination of the statistics than 
could be had otherwise. The data in 
Table III reveal that the sixteen 
trade agreement countries supplied the 
United States with 36% of total 
imports and provided markets for 
34% of total exports in the pre- 
depression years 1926-1930. ‘They, 
therefore, constitute a very significant 
sample of our foreign trade although 
many of the countries occupy but a 
minor position in our international 
commerce. By 1933 total imports had 
declined 64% and total exports 65% 
from the pre-depression average. Im- 
ports from the sixteen countries had 
fallen 62% during the same period, or 
somewhat less than the total. Exports, 
on the other hand, had fallen 68% or 
3 points more than the United States 
total. By 1936, total imports had 
increased 67% above the 1933 low, 
while exports had increased by but 
46%. The sixteen selected countries 
with which trade agreements had been 


American Statistical Association, Vol. 32, No. 197 
March, 1937, p. 50. 
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signed in the interim showed increases 
of 73% in imports and 61% in exports 
or substantially more than the rate for 
all countries. It should not be con- 
cluded without additional information 
that these differences were due to the 
trade agreements. As a matter of 
fact, only six of the sixteen agreements 
had been in effect long enough to 
provide as much as one full year’s 


Rightly or wrongly, the program will 
be evaluated by the layman from just 
such a superficial basis as this. There 
will be few if any outside of the govern- 
ment who will have either the inclina- 
tion or the patience, even if they have 
the ability and facilities, to make the 
elaborate and painstaking analysis 
indicated by Dr. Durand as essential 
to arrive at a true evaluation. 


TABLE III 
ForeicN Trape or THE Unitep States ComMpaRED wiTH UNITED STATES TRADE WITH TRADE AGREEMENT 
CounTRIEsS,* 1926-1936t 
(value in millions of dollars) 
Trade with Sixteen Trade Agreement Countries 














Total U. S. Trade Imports Exports 
% U.S. % U.S. 

Year Imports Exports Value Total Value Total 
1926-1930 (average) 4,033 4:777 1,468 36 1,613 34 
1933 1,450 1,675 561 39 sul 31 
1934 1,655 2,133 666 40 669 31 
1935 2,047 2,283 796 39 721 32 
1936 2,419 2,453 968 40 824 34 
Percentage Change: 

1926-1930-1933 —64 —65 —62 —68 

1933-1936 +67 +46 +73 +61 


* See Table IT. 

¢ It is noted by Henry Chalmers of the Department of Commerce that ‘‘the trend observed during 1936, for United States exports to the 
agreement countries to increase at a greater rate than to non-agreement countries, was even more pronounced in the trade returns for the 
first half of this year. During this period, exports to countries with which trade agreements were in operation increased by 41 per cent 
over January to June of 1936, while the value of American exports to all other countries, as a whole, increased 29 per cent.”” Commerce 





Reports, September 11, 1937. 


Source: U. S. Bureau of Foreign and Domestic Commerce. 


experience and only Cuba for as much 
as two full years’. (See Table II.) 
During this period, general economic 
recovery was advancing throughout 
the world and at different rates in 
various countries. 

It would be a hardy prophet indeed 
who would venture to segregate the 
influence of the trade agreements and 
impute such gains to them rather than 
to any of the many other causes at 
work. It would seem to be reasonable, 
however, to conclude that some of the 
greater-than-average increase was due 
to the rather significant variable which 
the consummation of these agreements 
injected into this statistical picture. 


One of the most encouraging aspects 
of the new program, one which is more 
significant than the mere fact that our 
trade with these countries has recovered 
substantially to date, is that restrictive 
holds have been somewhat abated in 
at least a few foreign markets. Our 
exporters now have protection in six- 
teen markets against increased duties 
on our principal export commodities 
and against further quantitative re- 
strictions in the form of import quotas. 
For the first time since the early days 
of the depression, our exporters can 
plan future sales in these markets with 
the full assurance that their business 
will receive full protection within the 
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limits of the trade agreements signed 
and not be subject to the kaleidoscopic 
changes which in recent years had 
come to mark the policies of so many 
nations. 

The past record of the foreign trade 
of the United States furnishes a clear 
indication that under fair and equal 
treatment and reasonable import duties 
we are able to compete profitably on 
world markets. The world, in general, 
looks to us not only for foodstuffs, 
cotton, tobacco, copper, borax, and 
other products which our climate, 
soil, or mineral resources enable us to 
produce in excess quantity over our 
own needs, but also for the products 
of our factories. We have developed 
special manufacturing skills which per- 
mit us to compete on any market in 
the world with our automobiles, ma- 
chine tools, patent leather, office ma- 
chines, special paints, and a large 
number of other processed commodities. 

In view of the limitations on a 
statistical measure of the success of 
the trade agreements, it may not be 
amiss to indicate certain other criteria 
for evaluating this program. In the first 
place, all who are at all familiar with 
its method as contrasted with political 
tariff making will recognize reciprocal 
bargaining as greatly superior. Only 
those who strive to gain special con- 
sideration, to which they are not 
honestly entitled, will object to the 
thesis that this program is much 
sounder and more scientific than the 
alternative method followed in the 
past. Criticism has been made that 
due consideration has not always been 
given to the legitimate representations 
of some industries in arriving at ulti- 
mate decisions and that certain busi- 
nesses have suffered as a_ result. 
Continuous efforts have been made to 
correct such a weakness in method, 


and there will probably be much less 
justification for criticism on this score 
in the future. A special committee on 
reciprocity information has been set 
up for the express purpose of receiving 
written and oral briefs from interested 
individuals or groups and insuring 
that such communications are care- 
fully evaluated in making decisions. 

The program may also be appraised 
from the standpoint of the selection 
of countries. It may be argued that 
little success can be expected until our 
major export markets and import 
sources are brought into the fold. 
Although the sixteen countries now 
under agreement constituted about 
one-third of both our export and 
import markets before the depression, 
it is true that such important nations 
as Great Britain, Germany, Argentina, 
and Japan are conspicuously absent 
from the list of nations with which 
treaties have been negotiated. It is 
probably not unfair to say that without 
these countries and a few other im- 
portant markets and suppliers, the 
program is bound to accomplish far 
less than it will if they can be added 
to the list. 

The skeptic may point to Empire 
preference as a stumbling block to the 
expansion of reciprocity to a very 
large segment of the world. There is 
evidence, however, that the English 
and many of the members of the 
Commonwealth of Nations are as 
desirous as the United States to see our 
program succeed. An agreement has 
already been negotiated with one of 
the leading members, Canada, and 
while proximity and the close inter- 
dependence of the two economies no 
doubt predominated in bringing about 
the Canadian pact, its successful con- 
summation augers well for good results 
from the entire Empire. 











50 Harvard Business ‘Review 


Difficult as Empire preference may 
be in its effect upon American efforts 
to bring about reciprocity and a wide- 
spread reduction of trade barriers, the 
situation in Central Europe and in 
certain other quarters of the globe 
presents more menacing obstacles. As 
pointed out earlier in this article, the 
German policy is quite dissimilar in 
scope and intent from our own. If this 
radically different method of dealing 
with foreign trade spreads to a sub- 
stantial block of nations, the result 
may be a very serious limitation upon 
the American program. Disturbed con- 
ditions in Spain and in the Orient 
inject still other question marks with 
no answers indicated at this stage. 
The outlook for Central and South 
America is more promising because of 
the very definite effort of the nations 
of the Americas to work out a sound 
Pan-American policy. 


Conclusion 


In conclusion, it appears reasonable 
to commend the reciprocal trade agree- 
ment program as a progressive step 
in loosening the restrictive bands which 
have prevented the normal expansion 
of commerce. While this plan falls far 
short of the theoretical ideal of the 
free trader, it is distinctly on the freer 
trade side. As contrasted with the 
policies of certain other nations, it ap- 
pears to be on definitely sounder 
economic grounds. In method it is 
vastly superior to the tariff-making 
process which preceded it. While it is 
too early to appraise fully the ultimate 
consequences of the program, the re- 
sults thus far achieved are encouraging 
and the outlook hopeful to those who 
believe in the desirability, if not the 
necessity, of increased international 
commerce. 























BUSINESS PROFITS AS A LEGAL BASIS FOR DIVIDENDS 
BY A. C. LITTLETON 


HE great service rendered by 

the codification of corporation 

law in the “Uniform Business 
Corporation Act” may fall short of ex- 
tending so far as to displace the not 
inconsiderable confusion of thought re- 
garding the proper test for dividends. 
Perhaps it is not an accountant’s busi- 
ness to be concerned with such matters. 
Yet, because accounting has for cen- 
turies been primarily concerned with 
the calculation of business profit, it 
may be that accountancy is in a posi- 
tion to add something to the discussion 
of relating dividends to computed 
profit. 

It is the plan of this article to do 
three things: (1) present a brief anal- 
ysis of the trend of recent changes in 
the statutory regulation of dividends; 
(2) advance the thought that perhaps 
the confusion of voices regarding divi- 
dends would be somewhat stilled if a 
satisfactory way were found for resting 
legal dividends more directly upon the 
common practices of business and ac- 
counting; and (3) interpret from busi- 
ness practice the business concept of 
profit. 

On that foundation I should like to 
advocate the attempt to formulate 
statutory provisions by which legal 
dividends would rest upon profits de- 
termined by the accepted principles of 
good accounting actually to have been 
realized in the business. The article, 
then, is an argument in favor of taking 
the view in the statutes that the prob- 
lem of dividends relates to the distri- 


‘Massachusetts, Alabama, New York, Vermont, 
Georgia, South Carolina, Colorado, Illinois, Iowa, 
Kentucky, Mississippi, Wyoming, California, Dela- 
ware, Maine, Montana. Nevada, New Jersey, New 


bution of the profits of a going concern. 
The theory which usually underlies the 
statements met in the statutes seems 
to be that dividends are related to the 
division of a residual surplus—as if the 
concern were in liquidation or might 
soon be. 


Recent Statutory Changes 


In order to sample the direction of 
the trend of recent statutory changes, a 
comparison was made of the laws of 
the several states as reported in Park- 
er’s Corporation Manual dated Janu- 
ary, 1926, and in that dated January, 
1934. A compact summary of the char- 
acteristic combinations of the three 


tests follows: 
Number of States 





Laws of Laws of 
Dividend Tests 1925 1933 
No Provision 2 

(a) Insolvency Alone 4 I 
(b) Capital Impairment Alone 4 7 
(c) Profits Alone 5 4 
(a) and (b) Combined 9 10 
(b) and (c) Combined 17 19 
(a) and (c) Combined 5 3 
(a) (b) and (c) Combined 3 5 
49 49 


The evidence of this table is that the 
favorite combination in 1933 as well 
as in 1926 was the capital impairment 
and profits tests, with insolvency and 
capital impairment combined taking 
second place. Together these two types 
of statutory controls were favored by 
26 states in 1925 and by 29 in 1933. 
Thirty states! made no change be- 
tween the years 1925 and 1933 in the 
Mexico, North Carolina, North Dakota, Oklahoma, 


Rhode Island, South Dakota, Wisconsin, Kansas, 
Oregon, Texas, Florida, District of Columbia. 
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types of dividend tests expressed in 
their statutes. The changes, therefore, 
were confined to 19 states. The details 
are summarized in Table I. The symbols 
(a) (b) (c) are again used to indicate 
the three dividend tests and their com- 
binations. The 1926 situation is read 
from the horizontal lines; the 1933 
situation is read from the vertical 
columns. The years compared above 
were selected so that they would 
bracket the appearance of the Uniform 
Business Corporation Act in 1928, for 
it is not unreasonable to consider such 
an important piece of work as the prime 
mover in most of the recent changes in 
dividend law. 





ee 


The Uniform Act says that no corpo- 
ration may pay cash dividends “except 
from the surplus of the aggregate of its 
assets over the aggregate of its liabili- 
ties, including in the latter the amount 
of its capital stock ... .”? Thus far 
the statement is close to the phrase- 
ology very widely used in many stat- 
utes and decisions. But the new act 
added another clause at this point: 
“. . . after deducting from such ag- 
gregate of its assets the amount by 
which such aggregate was increased by 
unrealized appreciation in value or re- 
valuation of fixed assets.”’ The lawyers’ 
approach, therefore, was by way of 
adding an exception to the familiar rule. 


TABLE I 
CHANGES IN Type oF DivipEeNp STATUTES 
As of 1933 
a b ¢ a+b b+ec ate atbte 
No Test La. Ariz. 
ma Mich. N. H. Ark. 
of b Va. 
: ¢ Ohio Utah Ind. 
9 at+b Tenn. Md. 
2 b+e tome W. Va. 
5 Wash. Neb. 
a+e Fei Conn. 
a+bt+e Minn. Mo. 


The Uniform Act has exerted a wide 
influence but particularly in two direc- 
tions. It and the Ohio revision take the 
lead in isolating appraisal surplus and 
denying it a place as a basis for 
cash dividends. The position was only 
weakly supported by the decisions at 
best, but the issue was clearly drawn 
in extended discussions by jurists, econ- 
omists, and accountants of pre-depres- 
sion financial practices. The subsequent 
statutory revisions, therefore, rest more 
upon a consensus of carefully consid- 
ered opinion than upon clearly estab- 
lished court precedents. 

The statutory solution of the prob- 
lem is very effective, but it is interest- 
ing to note that the accountant’s 
approach was along different lines. 


For a long time the conviction had 
been growing among accountants that 
an over-comprehensive view of the na- 
ture of surplus was likely to lead to 
confusion. As a result of this feeling 
that surplus was not best described 
merely as the balancing item or residual 
amount of a balance sheet, a special 
committee of the American Institute of 
Accountants worked for several years 
in formulating a definition of earned 
surplus. This term was made the center 
of interest no doubt because, histori- 
cally, “‘surplus” had once been nothing 
more than “undivided profits,” and 
that characteristic was in danger 
of being lost to view. In 1930 the 


2 Sec. 24, Par. IV. 
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committee recommended the following 
definition: 


Earned surplus is the balance of the net 
profits, net income, and gains of a corpora- 
tion after deducting losses and after de- 
ducting distributions to stockholders and 
transfers to capital stock accounts.’ 


The report continues with a brief 
statement of the nature of other types 
of surplus, such as revaluation surplus 
and paid-in surplus, and then summa- 
rizes the standard accounting practices 
for the presentation of surplus accounts 
in the balance sheet. While this view 
of the nature of surplus is not suggested 
by the committee for statutory use, yet 
it is clear that accountants are here 
offering corporation executives a pre- 
ferred basis for dividends—a_ basis 
which closely conforms to the time- 
honored common law doctrine that 
dividends presuppose profits. 

In addition to influencing legisla- 
tures to isolate appraisal surplus, the 
Uniform Act seems also to have encour- 
aged a drift toward the further use of 
the capital impairment test. At least 
that tendency is evident in the statutes 
of 1933 in comparison with those of 
1925, and the Uniform Act is a very 
prominent accomplishment of the in- 
tervening period. 

This drift toward the impairment 
test fails to follow either the spirit of 
the common law doctrine of a profit 
base or the general understanding that 
men have of the nature of dividends. 
Instead the emphasis upon the impair- 
ment test marks an apparent tendency 
to stress a technicality of protecting 
creditors of corporations endowed with 
limited liability. 

Should the statutory provisions aim 
at regulating asset distributions of a 


. Year Book of the American Institute of Accountants, 
September, 1930. For further discussion see E. L. 


going concern or at restricting the 
directors of an insolvent company? 
Shall legislation be “‘ directive” in seek- 
ing to protect all suppliers of capital 
against possible subversive financial 
actions on the part of management or 
a controlling minority, or shall legisla- 
tion be “‘restrictive”’ in seeking merely 
to protect creditors (one class of the 
suppliers of capital) by setting a mini- 
mum to directors’ actions regarding 
dividends out of the capital fund? 
The profits test would seem to be the 
normal consideration for an active en- 
terprise; creditor protection (the im- 
pairment test) is not an important issue 
until insolvency is at hand or suspected. 
The fundamental legislative question 
then would be: shall a control be placed 
over usual or unusual dividend activi- 
ties? It is probably a natural instinct 
of law-making to deal with the unusual 
or inequitable, and leave the usual to 
the discretion of those directly con- 
cerned. And this would seem a fair way 
to justify a statutory emphasis upon 
an impairment test, were it not for the 
fact that the dividend section does not 
stand alone. The statutes authorizing 
stock without par value, stated capital, 
and paid-in surplus are inescapably 
connected with the rules regulating 
dividends. 


Impairment of Capital 

Capital stock is not only a fund for 
doing business but also a protective 
margin for creditors. Impairment of 
this margin is presumably so damaging 
to creditors that the philosophy has 
grown up that no dividend may be 
paid while the margin is impaired, or 
which will result in its impairment, and 
that current earnings must be first used 
to rebuild the impaired margin. 


Kohler, “The Concept of Earned Surplus,’ The 
Accounting Review, September, 1931. 
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This doctrine contains some measure 
of logic so long as capital stock repre- 
sents the full consideration received for 
the original stock issue and so long 
as surplus represents only undivided 
profits. But the almost wholly unre- 
stricted power of directors to revalue 
assets has broken down the old simple 
nature of surplus; and no-par statutes, 
by opening the way to stating capital 
at almost any desired sum less than the 
full consideration, have had the effect 
of breaking down the old and logical 
concept of capital stock. When to these 
elements is added the ease with which 
stated capital can be reduced in order 
to charge, in effect, a loss to stock- 
holders’ capital account and at the 
same time to distribute current earn- 
ings (then unburdened of the necessity 
of bearing that loss) to the same stock- 
holders, then indeed it would seem 
quite appropriate to question the pres- 
ent validity of the presumed justifica- 
tion of the impairment test as stated 
above. 

The results of this combination of 
circumstances are: (a) the creditor’s 
position is now materially weakened 
compared to the protection he formerly 
had; (b) stated capital, if it is mate- 
rially less than the full consideration 
(especially when coupled with impair- 
ment of stated capital as a dividend 
test), lowers the point at which direc- 
tor-liability appears because of a return 
of capital to shareholders; and (c) direc- 
tors’ freedom to absorb losses into 
capital (by creating reduction surplus 
and using it to absorb the loss), and 
still pay dividends with current earn- 
ings, is very materially improved. 

Together these results look like a 
drift away from the traditional theory 
that lost capital should be restored out 


*George S. Hills, “Model Corporation Act,” 48 
Harvard Law Review 1364. See also the California 


of earnings, and toward a policy favor- 
ing a dollar in the hand (as current 
dividends) at the expense only of con- 
templating the possibility of a smaller 
distribution in the event of capital 
liquidations in the vaguely distant 
future. If the drift continues to the 
logical conclusion, one must expect 
either a progressive weakening of the 
relationship between distributions and 
profits, or a modification of statutory 
regulations quite beyond those written 
into the Uniform Act. 

The second of these two outcomes is 
already somewhat in evidence. 

For example, a _ recent proposal 
of considerable merit includes two 
new thoughts on dividend restrictions: 
(1) that a corporation may pay cash 
dividends “‘in the absence of any sur- 
plus, to the extent of an aggregate 
amount not exceeding two-thirds of 
the net profits earned during the pre- 
ceding accounting period .. . ” after 
duly protecting the rights of preferred 
stockholders; and (2) that a dividend 
may not be declared “unless, after 
the payment of such dividend, the then 
fair value of the remaining current 
assets of the corporation shall be at 
least equal to one and one-quarter 
times its current liabilities.”4 ‘These 
will meet the hearty approval of ac- 
countants because they find it difficult 
to be convinced that a loss cannot be 
carried forward in part against sub- 
sequent periods, or that some of the 
current profits may not properly be 
used for dividends when a proper dis- 
closure is made of the remaining un- 
amortized loss. They are also well 
aware of the financial folly of endanger- 
ing the working capital position by 
the unwise declaration of dividends 
out of earnings when the current 


Statute, Ch. XI, Sec. 346 (2) regarding dividends out 
of net profit “despite impairment of stated capital.” 
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assets and current debt are in bad 
proportion. 

Another type of statutory modifica- 
tion is not only suggested but already 
in use; it constitutes the second excep- 
tion to the usual statutory rule of 
surplus as the base of dividends, the 
first exception being the exclusion of 
revaluation surplus. The second sets up 
certain restrictions upon distributions 
out of paid-in surplus, usually making 
paid-in surplus unavailable for com- 
mon stock dividends when there is any 
preferred stock. 

The states of California, Illinois, 
Michigan, and Ohio, and also Hill’s 
“Model Statute,” thus place vari- 
ous restrictions on distributions from 
paid-in surplus. Included are: restric- 
tion of such dividends to preferred 
stock only, requirement of disclosure 
to recipient of the source of the dis- 
tribution, disclosure of the distribution 
in the next published statement, open- 
ing paid-in surplus to distribution only 
in the absence of earned surplus. Not 
all of these provisions are found in any 
one place. But it is clear that a single 
exception (revaluations) to the surplus- 
rule has not been enough to produce a 
smoothly working statutory rule for 
dividends, and other exceptions are 
proposed. Even with these additional 
exceptions in use there is still a weak- 
ness in that it is not made clear whether 


* The committee on the Ohio Corporation Law gave 
careful consideration to this matter and concluded 
that writing hard and fast rules for the determination 
of profits into a statute was an impossibility because 
the term had never been accurately defined. The com- 
mittee cited various authorities on the lack of a satis- 
factory inition, such as Palmer’s Company Prec- 
edents, \iontgomery’s Auditing, Gundlefinger’s prize 
essay in The Journal of Accountancy for 1924, and Hat- 
feld’s dccounting. The paragraph from page 241 of 
this last book states the point in these words: 

“it is a peculiar fact that while business is carried 
n for the purpose of securing profits, while the dis- 
tribution of profits is continually the subject of con- 
troversy in the courts, while the ascertainment of 


or not paid-in surplus is fully available 
to absorb losses of any or every kind. If 
it is, that fact will also have a bearing 
upon the amount of earned surplus 
available for dividends. 

But, one may ask, is not this correct- 
ing of the law slowly drifting in the 
direction of bringing into the statute by 
successive exceptions one item after 
another of sound business and good 
accounting practice ? Must the problem 
of control be met by listing the excep- 
tions one by one? May not the future 
reveal the need for still further extend- 
ing the list? To the layman a frontal 
attack would seem preferable. Statutes 
basing dividends on earned and realized 
profits would be a frontal attack and 
would also exclude both appraisal sur- 
plus and paid-in surplus as a source of 
distributions and also other extraneous 
“sources” as unthought of now as 
appraisal surplus was twenty-five years 
ago. 


Profits as a Criterion 


Perhaps in the judgment of experi- 
enced men it is in fact unwise to try 
to define in a statute so general a term 
as profit.> Yet there has been no hesi- 
tancy at drawing statutory definitions 
for the equally general term “sur- 
plus”’—definitions which soon required 
the addition of several qualifying ex- 
ceptions to continue to be serviceable. 


profits enters into the sum and substance of account- 
ing, and the nature of profits enters into the discussion 
of every economist, the term is still vaguely and 
loosely used and without satisfactory definition by 
either economist, man of affairs, jurist, or accountant.” 

Professor Roswell Magill (Taxable Income, New 
York: Ronald Press Company, 1936, p. 398) com- 
ments on “the impossibility of concentrating into a 
single sentence a definition of income which will 
be at once accurate and useful ... no definition 
will aid very materially if at all in solving the hard 
case.” 

Mr. Justice Holmes is often quoted for his remark, 
“We see nothing to be gained by the discussion of 
(284 U. 5S..at 3). 


judicial definitions” 
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It is a fallacy to think that a di- 
rect statutory definition of the term 
“profit” is the only alternative to the 
present somewhat unsuccessful attempt 
to define the term “‘surplus.” If, as may 
be hoped, we are not yet ready com- 
pletely to codify the calculation of 
distributable profit, perhaps the ideal 
of the common law could be recaptured 
by thrusting this problem of computa- 
tion back where “common practice” 
would have a chance at solving it, since 
the court cases under very diverse 
statutes are in considerable confusion. 
The term ‘‘common practices” is here 
used in the sense of Volksgeist, de- 
scribed by Savigny as the common 
consciousness of the people manifesting 
itself in external acts, practices, and 
customs.’ The “common practices” 
related to profits are generally un- 
known to the great bulk of the people. 
But business men are constantly acting 
with regard to profit and public ac- 
countants are continually scrutinizing 
the details of these “‘profit customs”’ 
and criticizing their reasonableness in 
the light of sound principle. They, like 
the judges on the bench, seek always to 
avoid actions and views “discordant 
with the eternal verities.”” One would 
look then for the Volksgeist of profit 
in the general customs of business 
and the accepted practices of public 
accountants. 

If a profits test for dividends is 
superior to a capital impairment test, 
and if we hesitate to attempt a detailed 
description of profit calculations in the 
statute, then perhaps the law could be 
so stated as to rest dividends upon 
profits “‘as that term is used in the 
common practices of business.” This 
would constitute an alternative to at- 


* John Chipman Gray, The Nature and Sources of the 
Law. New York: Columbia University Press, 1909, 


Pp. 90. 





tempting to define profit in general 
and would, at the same time, avoid 
the shortcomings of the impairment 
test. 


The Business Concept of Profit 


I have now covered two points of the 
opening outline. The next step consists 
of sketching what I conceive to be the 
business concept of profit, or perhaps 
one should say, the producer’s idea 
of income.’ 

Business men and accountants as 
well have generally been rather in- 
articulate in formulating a theory of 
profit. They have left it to economists 
to explain why there was such a thing 
as a profit margin in society, and to 
jurists to write of restricting dividends 
in a way to protect the creditors of 
limited liability corporations. But busi- 
ness men and accountants for a very 
long time have been /iving a theory of 
profit even if they wrote little about it. 
They, and not economists or jurists, 
undertake day by day to “‘quantify” 
profits, for they are unable to await 
the outcome of ultimate liquidation 
before making their decisions. They 
must act with regard to profit one way 
or another without having much time 
to rationalize their action in advance. 

I am not alone in the opinion that 
there is an accounting or business con- 
cept of profit. Note the following from 
a very penetrating analysis of dividend 
law and accounting: 


A study of the legal decisions in the law 
of dividends shows that, with but few ex- 
ceptions, the American courts have applied 
those principles of ‘‘valuation” that are 
called for by the accounting concept of 
profits and have not employed those con- 
flicting principies that are required either 


7 For a more extended discussion, see the author's 
“The Concepts of Income Underlying Accounting,” 
The Accounting Review, March, 1937. 
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by the capital value concept or the capital 
goods concept. . And yet the courts, 
following the lead of the accountants, have 
_. . imported into the capital impairment 
doctrine [of the dividend base] the principle 
of “realized” values which is germane only 
to the doctrine of profits.® 


Here is expressed not only the con- 
clusion that there is something to be 
designated as an accounting concept of 
profit, but also the thought that the 
common-law courts accept many of the 
views held by accountants in regard 
to profits. The second conclusion may 
not be very well known, but it is easily 
acceptable as a perfectly natural effect 
of the workings of the common law. 

The common law results from the use 
of the generally accepted customs and 
standards of contemporary society as 
a basis for determining what is just 
and equitable. Accounts record a vast 
multitude of practical-actions by busi- 
ness men. Accountancy, because it is 
the science of accounts, is the means of 
giving definite expression to many 
accepted customs of experienced busi- 
ness men, and thus accounting already 
serves as a connecting link between the 
basis of the common law in custom and 
the voice of the common law in the 
courts.’ But under the influence of a 
great diversity of statutory rules re- 
garding dividends, the common law as 
generally understood has fallen into 
some confusion. And in accountancy 
we are beginning to realize that we may 


§ J. L. Weiner and J. C. Bonbright, “Theory of Anglo- 
American Dividend Law: Surplus and Profits,” 
Columbia Law Review, March, 1930, pp. 335, 338. 

*“The English courts, in decisions under the income- 
tax law. have repeatedly taken the view that what is 
profit is to be determined by the practices of business 
men.” “Accounting is a tool of business, and the 
development of accounting, like the development of 
business law, should be determined by the best prac- 
tices of business men.” George O. May, The Influence 
of Accounting on the Development of an Economy. 
New York: American Institute of Accountants, 1936, 


have been not a little responsible 
ourselves. 

If accountancy has a larger respon- 
sibility to society than is usually 
thought, it would seem that account- 
ants have additional reasons for con- 
sciously sifting out the most acceptable 
practices they encounter and then 
seeking to justify those practices as the 
best by marshalling sound reasons in 
their support. I believe that this is 
being done on a new and promising 
scale. In the end the whole will no 
doubt be coordinated into a body of 
dependable doctrine which will not 
merely represent business customs and 
accounting conventions which draw 
heavily upon expediency and conserv- 
atism for their significance, but will 
also make use of real principles resting 
upon recognized premises and affording 
definite ‘‘bench-marks” from which to 
measure the departures made _ neces- 
sary by the exigencies of practical 
affairs. One of the aims of the profes- 
sional accountant would then be to 
become expertly skilled in judging in 
his daily work the extent of, and the 
necessity for, the observed departures 
from the ideal." 

It is not the present purpose, how- 
ever, to discuss in detail the second of 
the two conclusions expressed in the 
extract from the article by Weiner and 
Bonbright, but rather to explore briefly 
the first idea—namely, that there is an 


PP- 4, 41. 
“General accounting practice [is] based banguly @ on 


the customs of prudent business men... .” 

Peloubet, Journal of Accountancy, March, 1936, p. 190. 
10 For examples of important statements of accounting 
principle see Examination of Financial Siatements by 
Independent Public Accountants. New York: American 
Institute of Accountants, 1936; also “A Tentative 
Statement of Accounting Principles Affecting Cor- 
poration Reports,” prepared by the American 
Accounting Association, The Accounting Review, June, 


1936. 
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accounting, or a business, concept of 
profit. 

The appearance of output in a busi- 
ness today is not analogous to the 
simple speculative adventuring of an 
investment; and income is more than 
the chance realization of a gain arising 
out of the mere fact of transferred 
ownership. Output of services is the 
result of definitely planned work; it 
is the consequence of a prior input of 
services made with intent to create 
output; income is the earning flowing 
from the work done; it is the conse- 
quence of a prior outlay made with 
intent to generate income. 

From the business man’s point of 
view, and hence the point of view also 
of accounting theory, the key to this 
doctrine is the word “intent.” Input 
and its money counterpart, cost-outlay, 
is entered upon with the clear intention 
of establishing a relationship with sub- 
sequent output and its money counter- 
part, income. That is to say, input has 
the objective of producing an effect 
on the economic condition of the en- 
terprise. Hence costs and expenses 
(outlay) are more than mere cash 
disbursements or liabilities incurred. 
They express in homogeneous money- 
prices the heterogeneous service-input 
made in the effort to produce an ac- 
ceptable output. And in a similar way 
revenues and earnings (income) are 
more than mere cash collections or 
accrued assets receivable. They express 
in money-prices the fruition of the 
enterpriser’s efforts represented by the 
input he selected. 

The clue to the economic condition 
of an enterprise is found in the term 
‘net income”’ as distinct from the term 
“profit”; and the explanation of net 
income is found in the conjunction of 
two elements, (1) the acceptance of the 
output by customers at a price, and 


(2) the preparation of the output for 
customers at a cost. 

Net income then is shaped, as it 
were, by the interaction of the blades of 
a pair of shears—revenue as one, cost 
as the other. It is obvious that both 
blades are necessary to produce the 
result, but their action is not neces- 
sarily equal. One blade may rest pas- 
sively on the table while the other blade 
moves actively up and down under 
the power of the operator’s fingers. The 
passive blade represents revenue—the 
element under little direct managerial 
control; the active blade represents 
costs—the element under considerable 
managerial control in the process of 
producing net income. 

Cost is much more subject to the 
enterpriser’s decisions and choices than 
is revenue: he controls the timing of his 
cost-outlays and their apportioning 
among types; he selects the quantity 
and agrees to the buying price; by 
following his selections with expendi- 
tures or contracts, he induces a flow of 
service-input. We may say that the 
costs thus incurred measure or express 
quantitatively the causes which actu- 
ate the inflow, or that the chosen 
input causes the outflow of expenditure. 
But whichever way the proposition is 
stated, the result is that costs represent 
“solidified”? managerial choices made 
with intent to produce subsequent 
revenue. 

Accounting and business do not fail 
to perceive that net income is a complex 
result of the actions of intricate forces, 
among them latent and active wants of 
consumers, purchasing power of buyers, 
intensity of demand, ability to pay, 
availability of substitutes, efficiency of 
the workers and the processes of dis- 
tribution, use of power in mass pro- 
duction, etc. Some of the forces act on 
the supply side and affect production 
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prices; others act on the demand side 
and affect selling prices. But business 
and accounting decline to be flustered 
by the complexities of economic causa- 
tion; they dare not refuse to try to find 
a way through: the alternative is finan- 
cial ruin. They therefore look upon 
costs as if these were the causes of 
which revenues are the results. While 
conscious that this is not a statement 
of the full truth, business men continue 
to find vital guidance in this “part- 
truth” from their accounts. But this 
is not really astonishing, for after all 
costs figures from the accounts are the 
best approach men have been able to 
find to a quantitative indication of the 
working of certain economic forces, and 
revenue figures from the accounts are 
the best approach men have been able 
to find to a quantitative indication of 
the working of certain other economic 
forces. 

It should be plain that business and 
accounting possess in “‘net income” a 
real approach to a complete concept of 
profit. It is not a vague concept. Al- 
though the concept is not well described 
in accounting literature, a vast quan- 
tity of financial details nevertheless 
find their proper place in a multitude 
of accounts as the concept works itself 
out transaction by transaction, enter- 
prise by enterprise. It has been neces- 
sarily so; periodic calculations of net 
income—calculated according to the 
best information then available—must 
be made at the time because of the 
obvious inability to defer business 
decisions until ultimate liquidation 


places the seal of reality on the values 
involved or until economic causation 
has been fully canvassed. 

During the long evolution of ac- 
counting there has been developed a 
very dependable technique of calculat- 
ing interim profits. This technique has 


taken on the function of guarding the 
net income figures from manipulation. 
It directs that strict attention be given 
to accruals so that expenses will not 
be ignored because not yet paid 
cash; it looks with disfavor upon writ- 
ing assets now up, now down, because 
this results in a manipulation of depre- 
ciation charges according as times are 
good or bad; it advocates consistent 
adherence to a suitable method of 
inventory valuation so that income will 
not be raised in one period at the 
expense of the next; it considers profits 
or losses from intercompany transac- 
tions between affiliates as unreal; it 
strongly opposes practices which ‘ill 
distort the net income by charging 
costs or losses against surplus or re- 
serves when the nature of the trans- 
actions shows that they should have 
been deducted from current revenue. 
A technique based upon such stand- 
ards as these, when executed under 
the critical eyes of professional experts 
in accounting, should go a long way in 
inspiring confidence in the dependabil- 
ity of the income calculations. In fact 
it has already inspired that confidence. 
The point has now been reached 
when the Federal Government has 
recognized the capabilities of public 
accountants by laying important re- 
sponsibilities upon them through the 
income tax laws and the securities 
acts. And the day has come when 
accountants have openly expressed 
their confidence in the soundness of 
their art by resting their certification 
upon the “accepted principles of ac- 
counting consistently maintained.” 
May it not be, therefore, that ac- 
counting now possesses sufficiently 
mature practical concepts of profit, and 
has so perfected workable techniques 


11 Examination of Financial Statements by Independ- 
ent Public Accountants, p. 41. 
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for applying them in concrete situa- 
tions, that statutory law may con- 
fidently rely upon these concepts 


and techniques as the basis for legal 
dividends? 


Suggested Uses of Profit Concept 


Perhaps the legislative tendency to 
avoid profits as the dividend test may 
be due to an unwillingness to attempt a 
definition of so broad a term. This 
instinct is a normal one; no single, 
verbal definition of a general term 
could cover all of its ramifications. But 
there is another way. It would seem 
possible to frame a statute so that 
“dividends may be declared only out 
of profits determined according to the 
accepted principles of accounting to be 
available for distribution without im- 
pairment of capital.’’!? 

Other variations of this statement 
suggest themselves. 

If the dividend clause were to be 
aimed at separating realized and un- 
realized profits, perhaps the following 
wording would serve: 


Cash dividends may be declared only 
out of current or accumulated profits 
determined according to the accepted 
principles of good accounting to have been 
actually realized in the business. 


If the dividend clause were to be aimed 
at separating service-earned income 


12 The same thought is found in the Maryland law: 
** . . . but a dividend from the surplus or net profit 
of the corporation as determined in accordance with 
good accounting practice shall not be deemed to 
diminish the amount of capital stock” (Sec. 87 c. 480 
as amended 1931), and also in the deliberations pre- 
liminary to the passage of the new Ohio Corporation 
Statute: “The problem to be settled [regarding the 
principles underlying the dividend section] lies in the 
field of legal accountancy and cannot be determined 
from reported decisions for the reason that the deci- 
sions are in hopeless confusion and conflict and are 
based upon different statutes. . . . The principles of 


sound accounting must be, by implication, made a 
part of the section. If the books of a corporation are 
honestly kept according to sound principles of 








and realized value-increments (capital 
gains), perhaps the following wording 
would serve: 


Cash dividends may be declared only 
out of current or accumulated net income 
determined by the accepted principles of 
good accounting to have been earned in 
operating the business. 


If the dividend clause were to be aimed 
at distinguishing income earned and 
income financially available for dis- 
tribution, perhaps the following word- 
ing would serve: 


Cash dividends may be declared only 
out of current or accumulated net income 
which has been ascertained according to the 
accepted principles of good accounting and 
sound finance to have been earned from 
operations and to be available for distribu- 
tion without reducing net working capital 
to such an extent as to make difficult the 
discharge of current debts.!* 


A dividend while a corporation was 
insolvent or which would render it 
insolvent, or a dividend while capital 
was impaired or which would impair 
the capital, could hardly be declared 
under a profit test without rendering 
the directors liable, because any such 
declaration would necessarily not be 
out of profits. The basis of directors’ 
consideration of dividends would be 
the accepted principles of accounting 
expressed in their accounts and sup- 


accounting, there should be little difficulty in deter- 
mining the amount available for dividends. . . . In 
some way, it should be made clear that the principles 
of sound accounting are to be read into and made a 
part of the dividend section.” Committee on Ohio 
Corporation Law, Third Report, June 19, 1928, pp. 
60-62. 

13Summarized from an earlier discussion by the 
author, “Dividends Presuppose Profits,” The Ac- 
counting Review, December, 1934. Also compare the 
wording of the last mentioned dividend clause with 
the thought expressed in Wabash Railway v. Barclay 
(280 U. S. 197) that stockholders are “entitled to have 
dividends declared only out of such part of them [net 
earnings] as can be applied to dividends consistently 
with wise administration of a going concern.” 











a wehijies po aS 











Business ‘Profits as a Legal Basis for Dividends 61 


ported by the accepted customs of 
prudent, honest business men; the 
“referee” in case of doubt would be 
skilled, experienced certified public 
accountants; in case of litigation, the 
evidence of what were the accepted 
principles of accounting involved would 
be sought in the testimony of skilled, 
experienced certified public account- 
ants who had qualified as experts, and 
in the best and most authoritative 
accounting literature. 

Here, surely, would be a dependable 
basis for full justice in issues bristling 
with business and accounting tech- 


nicalities. With the law of dividends 
thus stated, the decisions of directors 
and courts could be constructed upon 
the broad foundations of expert opinion 
and an extensive technical literature 
rather than upon an interpretation of 
any single definition or simple rule. 
The plan would also have the ad- 
vantage of simplifying the statement 
of dividend law and of bringing statu- 
tory law into closer harmony with an 
elemental doctrine of the common law, 
for I believe there is no gainsaying the 
fundamental soundness of the idea that 
dividends presuppose profits. 





QUANTITATIVE MARKET ANALYSIS—MULTIPLE 
CORRELATION; ACCURACY OF THE METHODS 


BY LYNDON O. BROWN 


HE preceding article in this 

series discussed the various 

methods of quantitative mar- 
ket analysis, showing how they are 
applied to set market potentials.'! The 
multiple correlation method was not 
included in that discussion, because the 
technique of its application involves 
many details which could not be 
treated adequately. Within the limits 
of the present article, however, it is 
possible to discuss briefly some general 
aspects of its adaptation to setting mar- 
ket potentials, and the accuracy of the 
method as reflected by comprehensive 
tests of ten methods of quantitative 
analysis.” 


The Multiple Correlation Method 


The use of multiple correlation is 
one of the most important recent de- 
velopments in quantitative market 
analysis. The basic principle of the 
correlation procedure, which has been 
used extensively in various statistical 
problems in such fields as agriculture, 
finance, medical biometry, and engi- 
neering, is well known to those familiar 
with statistical method. It has now 
been applied in quantitative market 


AUTHOR’S NOTE: The impossibility of discussing the 
multiple correlation method adequately without em- 
ploying technical language has made the use of such 
language necessary at times in the present article. For 
the benefit of readers who are interested in the results 
of quantitative market analysis rather than the tech- 
niques, the purpose of the article is broadly as follows: 

(1) The use of multiple correlation in establishing 
sales potentials is merely the adaptation of a proven 
method which has been extensively applied in other 
fields, such as engineering. 

(2) The first exhaustive tests of the accuracy of ten 
methods convincingly demonstrate the superiority of 
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analysis extensively enough so that it 
has passed the experimental stage and 
has clearly demonstrated its advan- 
tages over other methods. 

The first step in using multiple cor- 
relation for establishing sales potentials 
is to set up a control series in the form 
of sales data for a number of markets. 
For example, if one were setting sales 
potentials for electric refrigerators, he 
would first obtain records of previous 
sales to the group of markets selected. 
States or sales territories are the most 
satisfactory geographic units to em- 
ploy. Ordinarily, one works with the 
total sales for the industry, but the 
data for an individual firm may be 
used, provided that the company is 
well established and has cultivated the 
market throughout the United States 
fairly intensively. Sales data for an 
individual company are sometimes 
preferable to those for the industry 
because the former tend to reflect com- 
petitive conditions, the general sales 
policies of the company, and the price 
classifications in which the firm is most 
interested. 

A great deal of thought must be 
given to the preparation of the proper 


the multiple correlation method and the dangers in- 
herent in the use of more commonly used but less 
reliable methods. 

1 Lyndon O. Brown, “Quantitative Market Analysis 
Methods,” xv HARVARD BUSINESS REVIEW 3, Spring, 
1937, PP. 321-336. 

2For the further discussion of the method, see 
Lyndon O. Brown, Market Research and Analysis. 
New York: The Ronald Press Company, 1937, pp. 
444ff.; and Mordecai Ezekiel, Methods of Correlation 
Analyses. New York: John Wiley & Sons, 1930, pp. 


359ff. 
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control series. One must, of course, be 
very careful to check the accuracy of 
any sales data which will be employed. 
It is also very important to choose the 
correct period of time. Sales data for 
one year, for example, are likely to 
reflect temporary conditions which will 
distort the result. On the other hand, 
data which cover too long a time period 
may fail to reflect basic trends in the 
development of the market which 
should be recognized in the potential 
finally obtained. For example, a sales 
series embracing five years for a prod- 
uct like gasoline failed to reflect ade- 
quately the increased use of automobiles 
in northern territories during the win- 
ter. No general principles for the deter- 
mination of the time period can be 
set. It is usually necessary to examine 
all available data carefully and then 
choose the series which best meets the 
requirements mentioned above. This 
control series is the “dependent vari- 
able”’ for use in the correlation process. 

Since the primary problem in quan- 
titative analysis is that of developing 
market potentials, which are a meas- 
urement of the capacity of a market 
to buy a given commodity, we may 
think of a market potential as a quan- 
titative measurement of the power of a 
market to buy a product. With this 
latter thought in mind, the use of mul- 
tiple correlation may be illustrated by 
an analogy between the measurement 
of market-power and the measurement 
of machine-power. 

The use of the multiple correlation 
method in quantitative analysis rests 
on the fundamental assumption that 
the only scientific basis for measuring 
market power is our knowledge of the 
amount of the power which markets 
have shown in the past under differing 
conditions. That this is a reasonable 
scientific assumption is shown by the 





fact that the only basis for measuring 
the potential power of a gasoline motor 
in advance of actual construction is our 
knowledge of the amount of power 
which similar machines have shown un- 
der different conditions in the past. 

There are certain conditions which 
affect the power of a gasoline motor, 
such as the size of the bore, the stroke, 
and the number of cycles. There are 
likewise many conditions which affect 
the power of a market to buy a product 
like electric refrigerators. These include 
such factors as the character of the 
population, conditions of living, wealth 
or purchasing power, the number of 
children in families, the amount of 
money which is spent in retail stores, 
and temperatures. 

In the second step of multiple corre- 
lation, it is necessary to cast about for 
statistical series, such as the percentage 
of urban population, the number of 
income tax returns, and retail sales, 
which are likely to reflect market 
power. While an individual accumu- 
lates an experience which makes it pos- 
sible for him to use judgment in select- 
ing the factors to be considered, it is 
usually the best policy to begin with a 
large number, because one frequently 
finds unsuspected relationships as a 
result of applying multiple correlation. 
In a study for electric refrigerators, for 
example, over twenty statistical factors 
were considered. These factors are the 
“independent variables” of the mul- 
tiple correlation process. 

The various factors are now com- 
pared with the control series for the 
geographic units employed to deter- 
mine whether they reflect conditions 
which make for either high or low mar- 
ket power. The best way to determine 
whether there is the required positive 
or negative relationship between the 
control series and any market factor 
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CHART I 
RELATIONSHIP BETWEEN ELectric REFRIGERATOR SALES AND INcoME Tax RETURNS 
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Percentage of Population Filing Income Tax Returns 


is to draw a scatter diagram similar to 
the one shown in Chart I. This chart 
shows forty-eight states plotted on the 


CHART II 
Revationsuip (HypoTHETICAL) BETWEEN 
Moror Power ANp Size or Bore 


Motor Power 





Size of Bore 


vertical axis on the basis of electric 
refrigerator sales per 1,000 population 
(the control series) in relationship to 
the percentage of population filing 
income tax returns (a market factor) 
on the horizontal axis. A general tend- 


ency for refrigerator sales to increase 
with increases in income tax returns is 
found. We would, therefore, select this 
as one of the series to be employed in 
the later mechanical correlation. 

The same process may be employed 
in applying multiple correlation to 
measure machine power. Chart II 
shows a hypothetical example of the 
relationship between motor power and 
size of the bore. A comparison of 
Charts I and II indicates that the re- 
lationship is not so clear cut in the 
measurement of market power as it is 
when one is dealing with physical 
phenomena. This condition is generally 
encountered in all social sciences, and 
while it is a constant warning that 
scientific measurement in such fields is 
never as accurate as in the physical 
sciences, it does not invalidate the use 
of the procedures. 

Scatter diagrams which visualize the 
relationship between the control series 
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and the various market factors which 
are being considered are drawn. It 
will be found that many of them do not 
have a significant relationship to the 
control series. Such a case is shown in 
Chart III. Here there is no general 
tendency for the sales of electrical 
refrigerators to move with tempera- 
tures, as reflected by the number of 
days between irosts, either positively 
or negatively. 
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combination) and the control series. As 
a result, one obtains mathematically an 
estimating equation by which poten- 
tials for any geographic unit are set. 
It is important to note that this 
equation is based upon factors which 
are selected and weighted by scientific 
measurement of demonstrated relation- 
ship to expressed market power. If the 
reader will recall for a moment the 
earlier discussion of the arbitrary fac- 


































































































CHART III 
RELATIONSHIP BETWEEN ExLectric REFRIGERATOR SALES AND AVERAGE NuMBER OF Days BETWEEN FRostTs 
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Average Number of Days Between Frosts 


The market analyst next selects a 
group of factors, usually from five to 
eight, which shows the closest relation- 
ship to the control series on the basis of 
an examination of the relationship pre- 
sented visually by the scatter diagrams. 
He is now ready to make a mechanical 
correlation, using one of several recog- 
nized methods. The effect of this proc- 
ess is to obtain a quantitative measure- 
ment of the degree of relationship 
between the various market factors (in 


tors method, he will see that multiple 
correlation is fundamentally a scien- 
tific method for replacing the guess- 
work in selecting and weighting factors. 
The same guesswork is also present in 
all uses of the corollary data and single 
index methods.’ 

The discussion of the tests which 
concludes this series of articles fur- 
nishes practical evidence of the value 
3See Lyndon O. Brown, “Quantitative Market 
Analysis Methods,” supra, pp. 324-333. 
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of the scientific measurement obtained 
by multiple correlation. 


The Accuracy of Quantitative Market 
Analysis Methods 

In view of the wide variety of 
methods used in quantitative analysis, 
it is surprising that there have been 
so few attempts to test the general 
accuracy of all methods or the relative 
merits of individual ones. The physical 
scientist does not believe that he has a 
new method until it has been tested. 
In market analysis, on the other hand, 
it appears that we have been so anxious 
to develop new methods that they have 
been put into use without adequate 
testing. The few tests which have been 
made were usually spasmodic, re- 
stricted, and of doubtful scientific 
validity. 

Of course, considerable testing of a 
sort has been going on steadily. Firms 
adopt one method of quantitative 
analysis and, after using it for a time, 
judge whether it has been successful or 
unsuccessful. Unfortunately there is 
usually no objective basis for such 
judgments. The acceptance or rejection 
of a particular method is customarily 
based upon theoretical considerations 
and the extent to which it seems to pro- 
duce results which agree with the com- 
pany’s later performance. Some single 
indexes have also been compared with 
retail sales data. This analysis, how- 
ever, merely represents a comparison 
between two varieties of the single index 
method itself, with no objective exter- 
nal standard. Such checking has no 
scientific basis, and has led to no stand- 
ards of judgment as to either the value 
of all methods or the superiority of 
individual methods. Some firms have 
probably tested the accuracy of one or 


‘The names of privately sponsored indexes are not 
shown in reporting the results to avoid disclosure. In 
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two methods for their single commod- 
ity, but even this has not been the 
common practice. 

In order to provide simultaneous ob- 
jective tests of the accuracy of some 
quantitative market analysis methods, 
ten of them have been tested against 
sales data by forty-eight states for 
twelve commodities. The methods jn- 
cluded in the tests are shown in the fol- 
lowing outline: 


Methods Tested 


A. The Corollary Data Method 
Appropriate related series selected 
for each commodity 
B. The Single Index Method‘ 
The Batten, Barton, Durstine and 
Osborn Buying Power Index 
The Curtis Publishing Company 
Index 
The Crowell Publishing Company 
Index 
The International Magazine Com- 
pany Index 
The H. K. McCann Index 
The Total Retail Sales Index 
C. The Arbitrary Factors Method 
Judgment of an expert 
Factors used by a firm 
D. The Multiple Correlation Method 
Separate correlations for 
commodity 


each 


The corollary data series which were 
employed in the tests for that method 
were selected by the writer. For most 
of the twelve commodities there would 
be little difference of opinion as to 
which series should be employed if 
one were making a quantitative analy- 
sis by the corollary data method. ‘The 
data employed included such series as 
wired homes; shoe, drug, and grocery 
store sales; automobile registrations; 
and income tax returns. In each case 
the writer attempted to select the best 


the remainder of the article they are referred to as 
Index “A,” Index “B,” etc. 
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e corollary series for purposes of 
in order to show the results 
this method will yield in a 

riety of applications. In the case of 
fe insurance, for example, savings 
bank deposits were tried but rejected 
‘the series was less accurate 


| 


pecause 
in the one employed, which was 

come tax returns. 

[he single indexes tested were ones 

‘n most common use. The data used 
ere those currently published at the 
me of the test. 

\n effort to test the accuracy of the 
rbitrary factors method meets several 

ult problems. Since each applica- 

f the method is a separate one, 

e is no one formula for any com- 

dity. From the practical point of 

view, however, it is necessary to limit 

e tests to a small number of applica- 

tions which will be sufficient to form a 

basis for conclusions as to the validity 
of the method. 

Since this is primarily a judgment 
method, the original plan was to pool 
the combined opinions of a group. Some 
fifty experts were invited to contribute 
their judgment as to the factors and 
weights which should be used in the 
analysis of the market for the twelve 
commodities being used in the test. 
Many refused to participate in the ex- 
periment because they did not believe 
the method to be sound, and they 
would not commit themselves even in 
in experimental way. Others, who are 
known to apply this method, refused to 
commit themselves on paper when 
thus approached. The few who replied, 
however, indicated that they had given 
onsiderable thought to the problem. 

In view of the fact that such a small 
number of persons cooperated, and 
that most of the returns were incom- 
plete, the usable replies were examined 
ind the one reply selected which ap- 





peared to be the best. The individual 
whose reply was chosen has probably 
had as long and extensive experience 
in the application of this method as 
anyone, so it was felt that his factors 
would give the best basis for the tests. 
The judgment of this individual ap- 
pears in the tests as ‘Arbitrary Factors 
—Expert.” 

Since the arbitrary factors method 
is so commonly used in practice, it was 
felt desirable to supplement this indi- 
vidual’s formulae. Companies which 
have actually applied this method were 
sought out, and their formulae ob- 
tained. For each product the best 
obtainable source has been used— 
usually a large company which is 
recognized as a leader in its field and 
which has placed emphasis on sales 
control methods. In some cases the 
formulae are the result of several years’ 
experience; in others, they have been 
on a relatively small scale. Between 
these two extremes the examples used 
vary in relative goodness. In every case 
the factors and weights have been ac- 
tually used for quantitative analyses 
by individual manufacturers of the 
products for which they are employed. 
This application of the method appears 
in the tests as “Arbitrary Factors— 
Company.” 

For the tests of the multiple correla- 
tion method, separate correlations for 
each product were made. The results 
should not be regarded as the best 
which might be produced by multiple 
correlation, for there are many refine- 
ments in its application in this field 
which might have been employed, but 
which were omitted because the 
amount of improvement would not 
justify the effort required. The correla- 
tions were made with per capita data. 
This technique is an important one in 
using multiple correlation methods’ in 
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quantitative analysis, as it gives great 
improvement in the results. This is true 
because the largest share of sales 
variation for nearly all products is 
explained by the single factor of popu- 
lation. Such refinements as the use of 
logarithms and corrections for curve- 
linearity were not made. 

The sales series against which the 
methods were tested follows: 


1. Passenger Cars, 1930-1933 

2. Gasoline, 1931-1933 

3. Domestic Electric 
1931-1934 

4. Washing Machines, 1931 

5. Radio Sets—Home and Automobile, 
1933 

6. Shoes, 1929 

7. Dentifrices, 1932 

8. Corn Flakes, 1933 

g. Wheat Flakes, 1933 

10. Wheat Meals, 1933 

11. Coffee, 1934 

12. Life Insurance, 1930-1933 


Refrigerators, 


The selection of the years was guided 
by the availability of the data and the 
period which would be most satisfac- 
tory for the purpose of analysis. Data 
for single years were used for eight 
products because they were the only 
ones available when the study was 
made. This list of commodities does not 
make an ideal group against which to 
test the methods, but it includes all 
which were available in reasonably 
accurate and usable form. It does 
embrace a wide variety of types of 
products, including high-priced special- 
ties, on the one hand, and low-priced 
convenience goods, on the other. While 
washing machine sales were included 
in the original study, they are omitted 
from the results reported in this article 
because it became apparent at the 
conclusion of the test that the sales 
series itself was inaccurate. 


The tests in this investigation are 
based upon an analysis of the errors of 
the different methods in estimating the 
sales for individual states. The term 
“error” is used in the statistical sense 
of an error of estimate. The conclusions 
of the study are, therefore, based on 
the extent to which the use of any 
method will overestimate or underesti- 
mate the market for a commodity. I: 
is found, for example, that according 
to one of the single indexes, Ohio should 
account for 5.5% of the total domestic 
sales of gasoline. During the three-year 
period 1931-1933, that state actually 
bought 5.82% of the total domestic 
sales of gasoline. This index, therefore, 
underestimates the market for gasoline 
in that state by 0.32% of the United 
States total. This is the equivalent of 
an error of 5.6% for that commodity 
in Ohio (0.32 + 5.82 X 100). 

The percentage by which each of the 
ten methods overestimates or under- 
estimates the market for each of the 
twelve commodities is calculated for 
each of the forty-eight states. These 
percentages are the 5,760 individual 
errors on which the study is based. 

Several different methods of statisti- 
cal analysis have been applied in the 
analysis of these errors. The most 
revealing appraisals, however, are found 
on the basis of (1) the mean weighted 
errors, and (2) frequency distributions 
of the individual errors. 

It is apparent that the statisti- 
cal significance of the errors depends 
largely upon the importance of the 
states in which they occur. A relatively 
large error for a small territory may 
not be nearly so important as a smaller 
error for a territory which represents 
a larger share of the total market. An 
error of 10% in measuring the market 
for gasoline in Vermont, for example, 
would have represented roughly 4,400, 
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900 gallons of gasoline in 1933. On the 
other hand, an error of only 1% for the 
of California would have repre- 
approximately 13,250,000 gal- 
lons. From the point of view of judging 
general accuracy of the methods, 

is important to recognize the size of 


ale 


the states in which the errors occur. 
[his is done by weighting the simple 
errors for each state by the percentage 
f the total domestic sales for each 
product which is accounted for by that 
state. The simple error of Index B for 
isoline in Ohio (mentioned previ- 
is 5.6%. In view of the fact that 
this state accounts for 5.822% of the 

| domestic sales of gasoline, how- 
ever, the weighted error in this case is 
While the mean weighted errors 
provide a good basis for general statisti- 
cal appraisal, they are not alone sufh- 
cient to reveal the accuracy of the 
methods. One must bear in mind the 
true nature of the sales potential and 
the practical problems of its use in 
marketing management. Since a sales 
otential is an estimate of the potential 
power of a market to buy a commodity, 
it should not exactly equal sales. A 
certain amount of difference from sales 
should presumably represent the dif- 
ference between expressed and potential 
Small variations are to be 
expected and cannot be regarded as 
significant errors. It is impossible to 
say just how much variation of poten- 
tial from sales in individual markets 
represents a true difference of potential 


power. 


4 


irom sales. Certainly variations of 5% 
and 10% are to be anticipated. 

On the other hand, it is not reason- 
able to that the extreme 
variations frequently encountered can 
generally represent merely the true 
difference between actual sales and po- 
tential market power. When a method 


assume 





of quantitative analysis yields a poten- 
tial which exceeds sales by, say, 50%, 
it is very doubtful that the difference 
is a true one. When the variation is 
greater than 75%, there is undoubtedly 
something wrong with the method. 
Unfortunately there is no basis on 
which one may arbitrarily set the point 
beyond which differences between ac- 
tual sales and the potential ceases to 
represent a true potential variation and 
CHART IV 
Mean WeicuTep Errors or TEN METHODS OF 


QUANTITATIVE MarKET ANALYSIS FOR ELEVEN 
CoMMODITIES 











Method Mean Weighted Per Cent Error 
a IS es me 
Multiple Correlation 10.4 
Arbitrary Factors-Company | 17.1 —* 
Single Index ‘A’ 18.5 ES 
Retail Sales Index 19.3 
Single Index “‘C’ 19.4 
Single Index ““D 19.7 
Single Index “B” 19.8 
Corollary Data 20.8 a. 2d 
Arbitrary Factors ~ Expert 23.6 
Single Index “E” 24.5 —— 

















begins to reflect a faulty method. It 
would make for simplicity in judging 
the methods if we knew that errors in 
excess of 10% represent failure. How- 
ever, in spite of the fact that no such 
rigid standard may be set up, a general 
tendency of a method to yield a rela- 
tively large number of small errors and 
to avoid an excessive number of large 
errors points clearly toward soundness. 

The second standard on which the 
methods are appraised is, therefore, the 
relative frequency of small and large 
errors. From the point of view of the 
sales manager or other executives, this 
basis of appraisal is particularly im- 
portant because it is the unreasonably 
large errors which a method produces 
that lead to trouble. If he employs a 
procedure which places the potential 
for a territory so far away from sales 
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performance as to render the former 
clearly unattainable, his quota system 
or other applications are bound to fall 
down. 


Results of the Tests 


The accuracy of the ten methods, as 
reflected by their mean weighted errors, 


is shown in Chart IV and Table I. The 


chart represents an extremely broad 
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lower than that of the multiple corre. 
lation method, 8.2%. The table also re. 
veals that the mean weighted errors of 
the multiple correlation method, by 
individual commodities, are much more 
consistent, ranging only up to 17.5% 
for wheat meals. This maximum js 
smaller than the mean errors for al] 
other methods, except the company 
applications of the arbitrary factors 


TABLE I 
Mean WEIGHTED Errors oF TEN MeEtHops OF QuantTiITATIVE Market ANALYSIS 
FOR ELEVEN COMMODITIES 


Multiple Arbitrary Single 


Correla- Factors— Index 

Commodity tion Company “A” 

All Commodities 10.4 17.1 18.5 
1. Passenger Cars 8.6 17.2 12.9 

2. Gasoline 6.1 13.3 19.5 

3. ElectricRefrigerators 14.5 17.3 18.9 

4. Radios 12.9 18.2 19.8 

5. Shoes 8.2 9.7 8.6 

6. Dentrifices $3.5 14.3 15.1 

7. Corn Flakes 12.1 20.1 15.8 

8. Wheat Flakes 10.1 $3.2 a5. 

9. Wheat Meals 17.5 27.3 22.9 

10. Coffee 0.9 10.5 28.5 
11. Life Insurance 10.1 17.7 20.7 


summarization, and does not reveal all 
the conditions which affect the general 
conclusions stated at the end of the ar- 
ticle. It does, however, show in general 
that the multiple correlation method 
is clearly more accurate than other 
methods, that the arbitrary factors 
method may be accurate but is very 
dangerous, that with one exception, 
there is little choice between the various 
forms of the single index method, and 
that the corollary data method is 
slightly less accurate than most of the 
single indexes. 

Table I shows that only the multiple 
correlation method is consistently su- 
perior to other methods for individual 
commodities. In only one instance out 
of 110 cases does any other method 
have a smaller mean weighted error 
for a commodity. The error of Single 
Index B for shoes, 7.7%, is slightly 


Retail Single Single Single Corol- Arbitrary Single 
Sales Index Index Index lary Factors— Index 
Index “C” “D” “B” Data Expert “E” 
19.3 19.4 19.7. 19.8 20.8 23.6 24.5 
13:3 33.4 14.0. 14:90 13.7 10.9 17.4 
16.9 16.8 22.3 21.2 7.8 13.1 15.4 
20.7 23.6 19.2 1983 1.7 26.8 30.9 
24.2 23.7 19.8 20.9 20.6 30.1 31.3 
9.2 9.2 g.1 7.7 24.8 20.8 23.0 
3.9 13.7 43.6 1.9 20.0 28.7 16.9 
7.2 37.4 16.7 16:8 16.6 33-6 26.3 
$8.4. 23.4 9.3 26:6 35°59 29.3 11.9 
232.4 22.3 24.5 24.6 25.0 36.3 23.8 
30.7. 30.5 30.9 28.9 30.8 8.1 41.5 
92.8 23.5 21.0 22.0 1£.6 21.5 31.5 


method. Finally, the table indicates a 
general tendency for all methods to 
fluctuate widely in accuracy between 
different commodities. 

Charts V and VI and Table II show 
the accuracy of the methods as re- 
flected by the relative number of small 
and large errors. In Chart V the com- 
plete frequency distributions, in class 
intervals of 5%, are plotted for three 
methods. 

The distribution of the errors for 
Index D is typical of the distributions 
for all methods except multiple corre- 
lation, Index E, and Arbitrary Factors- 
Expert. It, therefore, establishes a base 
pattern for all methods not shown 
except the latter, which is more nearly 
like that of Index E. 

The greatest concentration of indi- 
vidual errors for Index D is under 15%, 
with the largest single number in the 
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TABLE II 


»vuency DistrrputTions oF Errors Propucep By Ten Metuops or QuantiTaTIvE MarKET 





ANALYsIs FOR ELEVEN CoMMODITIES 

; 1 Multiple Arbitrary Retail Single Corol- Single Arbitrary Single Single Single 
rval Correla- Factors— Sales Index lary Index Factors— Index Index Index 
tion Company Index “A” Data “D” Expert “C” “B” “E” 

164 87 85 87 85 78 80 gI 73 $3 

».9 109 83 71 71 75 82 81 57 73 55 

14.9 go 89 78 73 68 68 64 76 68 44 

19.9 57 55 65 69 61 50 47 84 7 62 

24.9 33 54 58 45 50 48 38 45 63 45 

29.9 ed +4 39 41 35 44 27 40 38 43 

) 1.9 16 26 28 34 a7 46 36 22 26 29 

) 10 17 II 2 23 23 23 23 20 27 

4 $4 10 14 13 12 17 14 18 fe) 14 22 

, 49.9 5 6 19 13 21 II 13 13 12 1S 

1.9 5 4 II I! 8 9 7 15 8 10 

59.9 6 4 5 13 8 14 7 10 11 

64 3 6 5 7 7 5 5 4 7 13 

5 .0- : 3 6 6 4 5 5 I 4 15 

7 74.9 3 6 2 2 5 6 6 10 

75.0 and Over 2 28 29 25 22 32 64 34 38 74 


interval from 5% to 9.9%. However, 
there is a relatively high plateau from 
15% to 34.9%. From this point the 
number of errors tapers off, but the 
reader will notice a comparatively large 
occurrence of errors in excess of 75%. 

The pattern for the multiple correla- 


greatest concentration for this method 
is under 5%, with the number of errors 
rapidly decreasing as the higher class 
intervals are approached. This method 
has a larger number of errors below 
15% than any other, and does not 
exceed any other method in the num- 
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, CHART V 
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of 528 individual errors calculated for 
this method, only 12 are in excess of 
50%, and only 2 above 75%. 

Index E is the poorest method. 
Chart V shows that it produced a rela- 
tively large number of errors above 
20%, and that 74 of the 528 errors cal- 
culated for this method are above 75%. 


General Conclusions 


The Corollary Data Method. On the 
average, the corollary data method js 
no more accurate than the majority of 
single indexes. However, the tests show 
that it is relatively accurate when the 
relationship between the use of the 


CHART VI 
FrrQueNcY OF SMALL AND LARGE Errors Propucep By TEN MeEtuHops oF QuaALITATIVE Market ANALysis 
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Below 15% 


Chart VI contrasts the accuracy of 
all ten methods on the basis of the 
number of small errors (below 15%), 
and the number of larger errors (50%- 
74.9%, and 75% and over). This chart 
visualizes the most significant evidence 
contained in Table II. It emphasizes 
the strength of the multiple correlation 
method, both in the large number of 
small errors and in the infrequency 
with which it produces larger errors. 
Perhaps the greatest practical diffi- 
culty encountered by all other methods 
is the large number of particularly 
serious errors above 75%. 


15% to 49.9% GO% t0 749% 75% and ove 
Number of Errors 

commodity for which the market is 
being measured and the series used as 
the corollary data is very close. It is 
not, however, a method of general 
value for many different products, and 
should be employed with extreme cau- 
tion. The special series from Census of 
American Business data, like drug or 
grocery store sales, consistently failed 
to yield accurate results. Such special 
series were used for six commodities, 
but in every case except one the total 
retail sales index produced a more 
accurate result. 
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The Single Index Method. One of the 
single indexes proved to be the poorest 
of all methods tested. With the excep- 
tion of this one index, there is very 
little difference in the accuracy of the 
various forms of this method. The best 
single index is not as accurate when 
applied to the eleven products as the 
arbitrary factors method used by the 
eleven companies. None of the specially 
sponsored indexes appears to have any 
particular advantage over a straight 
retail sales index. 


The Arbitrary Factors Method. ‘The 
tests clearly demonstrate the great 
amount of guess work involved in the 
use of the arbitrary factors method. 
The efforts of the expert were generally 
very unsuccessful. The formulae used 
by eleven companies are more accurate 
than any of the other methods, except 
multiple correlation. However, several 
of the formulae for individual products 
are comparatively inaccurate, confirm- 
ing the dangers inherent in the use of 
the method, in spite of the pragmatic 
adjustments which are made by the 


firms 


The Multiple Correlation Method. The 
tests clearly demonstrate that this 
method is more accurate than any of 
the others included. Its superiority is 
established by (1) a significantly lower 
mean weighted error for the eleven 
commodities, (2) a smaller mean error 
for every commodity than any of the 
other nine methods, with but one 
exception, (3) a more consistent mean 
error for different commodities, (4) 
less variation in its mean weighted 


i. ly, > . . . 
Analyses made in the study but not reported in this 
article 


§ Idem. 
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errors by commodities for groups of 
large and small states,® (5) smaller 
interquartile range of its errors,® (6) 
a significantly greater number of small 
individual errors, and (7) comparative 
freedom from dangerously large errors. 


Broader Conclusions. In general the 
tests have disclosed the wide variation 
in the accuracy of different methods 
employed for quantitative analysis. The 
mean errors for all commodities range 
from 10.4% for the multiple correlation 
method to 24.5% for one of the single 
indexes. When individual commodities 
are considered, the relative accuracy 
fluctuates still more violently, ranging 
from less than 1% to 41.5 %. No general 
pattern which discloses that the meth- 
ods are relatively more accurate for 
certain types of commodities than for 
others has been found; nor do the tests 
show that any one method which is 
generally weak is accurate for some 
important class of products. 

The fact that a fairly comprehensive 
test against eleven different com- 
modities shows that one of the methods 
has an error of only approximately 
10%, should lead to greater confidence 
in quantitative market analysis meth- 
ods. This is particularly true in that 
much of this error may be attributed 
to its measurement of true potential 
rather than to the inaccuracy of the 
method itself, which cannot be meas- 
ured by tests of the type employed in 
this study. 

Finally, the tests point to the 
necessity for the further extension of 
the use of multiple correlation and a 
wider understanding of the weaknesses 
of many methods now frequently 
employed. 








NATURAL RESOURCE ASSETS—THEIR TREATMENT 
IN ACCOUNTS AND VALUATION 


BY MAURICE E. PELOUBET 


HE exploitation of natural re- 
sources was one of the earliest 
occupations of man. It was 
probably developed along with the 
hunting and domestication of animals, 
and certainly antedated the crude 
beginnings of agriculture. Wood and 
stone, and, in many localities, native 
metals, used for weapons and tools, 
were among the first of the natural 
products to be used by man and they 
are still among the important products 
of the natural resource industries. 

The concepts on which our account- 
ing for natural resource assets is based, 
however, were long in developing. 
Among primitive, non-agricultural peo- 
ples the idea of ownership of unex- 
ploited natural resources does not seem 
to have existed, and this idea is vague 
and shadowy even among the more 
advanced early agricultural peoples. 
With the development of a more compli- 
cated form of government and economic 
life there grew up the idea of the origi- 
nal or inherent ownership of natural 
resources by the king or by the state, 
and this concept of ownership is still 
the basis, to a large extent, of title to 
natural resources. Among the advanced 
peoples of pre-Columbian America— 
the Incas, Aztecs, and Mayas—the 
mines were considered the property 
of the state or the ruler, civil or 
religious. The same was true, to a large 
extent, in the Roman Empire; and these 
principles and ideas have naturally 
been followed by the modern European 
nations and the United States, the 
laws of which are basically modeled 
on the Roman legal system. In France, 


for instance, minerals are state prop- 
erty, granted to individuals for ex- 
ploitation, and in Great Britain gold 
and silver unmined is Crown property. 

In many states in the United States, 
particularly those in which mining is 
an important industry, the rights to the 
use of the surface of land are separable 
from rights to the minerals contained 
in the land. Surface rights, as a rule, are 
handled in about the same manner as 
real property is everywhere, but min- 
eral rights are on an entirely different 
basis. All that is necessary to establish 
a right to exploit minerals is to stake 
out the limits of a claim, to file the 
necessary papers for recording, and 
to agree to do a minimum amount of 
work each year on the claim. A claim 
thus acquired and held is generally 
known as an “‘unpatented” claim, and 
is based on the general theory that the 
mineral rights belong to the state and 
are granted to the miner for an indef- 
inite period so long as the minimum 
amount of work per year is done. 

It is also possible in most states to 
“patent” a claim; that is, by filing 
certain papers and making certain 
payments, to acquire permanent rights 
which are not subject to the perform- 
ance of specified amounts of work 
each year. Another result of the theory 
of the original ownership of minerals 
by the state is seen in the application 
of the “‘apex law” which is in effect 
in many of the western states. It 
declares substantially that a_ vein 
which comes to an apex in a certain 
claim may be followed as far as it 
runs, even though it should extend 
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under property the surface rights of 
which do not belong to the owner of 
the claim or into other claims where 
other veins are being worked. 

In the United States a successful 
mine is generally discovered by a 
prospector or geologist operating for 
himself or for a group of men or a 
company. After the claim is staked 
out and recorded, the first exploration 
and development work is generally 
done with funds provided by the origi- 
nal group. They, as a rule, are seldom 
able to complete the development or 
financing of the property, but they 
generally bring the mine to a position 
where its potential or probable value 
can be demonstrated. At this time an 
estimate is made to determine the 
amount of funds needed to complete 
development, to put the mine in 
operation, and to buy out all or an 
agreed proportion of the interests of 
the original owners. The price which 
will be paid for part of the interests of 
the original owners will, of course, be 
based to some extent on the estimated 
value of the mine, but it will also be 
affected by the financial position and 
necessities of the original owners. The 
intending investor might drive a hard 
bargain and force the original owners 
to sacrifice some part of their interest, 
which may be agreed to as the only 
basis on which they can share in the 
future profits of the mine. The original 
may also have incurred lia- 
bilities or have undertaken commit- 
ments which can be met only by what 
would appear to be a forced sale of 
part of their interest for less than the 
property is thought really to be worth. 
If the enterprise is not yet incorpo- 
rated, the amount of stock issued may 
be based on this estimate, which can 
almost never be an accurate index of 
the value of the property; or it may be 


Owners 





‘3 
an amount arbitrarily assigned for 
various reasons, since the laws of most 
of the mining states permit almost any 
valuation to be placed on a mining 
property. Frequently the entire capital 
stock of a company is issued for a 
mine at an arbitrary figure; part of this 
stock is donated to the company and is 
later resold to provide working capital. 
Under these circumstances it is clear 
that there is no general or necessary 
relation between the capital stock is- 
sued for a property and its estimated 
or actual value. 

While many other complications may 
enter into the history of a mining com- 
pany, and while the property may pass 
through the hands of several owners, 
the amount of stock issued is, in gen- 
eral, practically equal to the cost of 
development plus an estimated value 
arrived at by bargaining between the 
original and succeeding owners. Obvi- 
ously this estimated value may be 
very different from the true value, that 
is, the ‘present worth” of all the 
profits of the entire enterprise valued 
at the beginning of operations. Such 
a figure, of course, can only be arrived 
at after the mine is practically ex- 
hausted, and attempts to estimate it 
before that time are as likely to produce 
figures ridiculously small for a success- 
ful property as they are to give an 
amount greatly in excess of the true 
value of the profits of an unsuccessful 
mine. 

Until the passage of the Sixteenth 
Amendment to the Constitution of the 
United States, under which an income 
tax could be levied on individuals and 
corporations, it was usual for mining 
companies to carry their properties at 
the sum of the amount of the stock 
issued for properties thus acquired 
plus the cash paid for subsequent 
additions. Provision for exhaustion or 
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depletion of mining properties in the 
financial accounts was rare. Investors 
recognized, of course, that they were 
dealing with wasting assets, and that 
some part of their dividends represented 
a return of capital. It might be roughly 
calculated that if an ordinary com- 
mercial investment should return 6%, 
a mining stock should return 10%, but 
no one considered that the difference 
of 4% represented an accurate measure 
of exhaustion. Other investors in those 
simple days took the view that until 
their original capital was returned to 
them they had made no profit and, 
considering the hazards of many mining 
enterprises, there is much to support 
this position. Investors naturally looked 
to statistics of ore reserves and operat- 
ing results as a general guide to the 
value of their investments, but it was 
not the practice in the mining industry 
to attempt to indicate in the accounts 
any financial measure of exhaustion of 
property. Decisions of both United 
States and British courts have re- 
peatedly stated that dividends may be 
paid by mining companies and similar 
enterprises without taking into account 
exhaustion or depletion of capital. 

At the time of the adoption of the 
Sixteenth Amendment and the passage 
of the first income tax law, the question 
of making some more accurate calcula- 
tion of exhaustion arose, since it 
seemed manifestly unfair to tax as 
income, distributions which it was 
generally admitted were to some extent, 
no matter how difficult this might be to 
measure, distributions of capital. The 
valuation problem was further com- 
plicated by the right of the taxpayer to 
treat as capital any undistributed 
accretion of value which occurred 
previous to March 1, 1913, the effective 
date of the Sixteenth Amendment. 





The application of the various Reye- 
nue Acts required, therefore, a valua- 
tion of all mining properties as they 
stood at March 1, 1913, and the 
apportionment of distributions made 
subsequent to that date between return 
of capital from the income tax point 
of view and income. The use of the 
March 1, 1913, date, which had no 
significance other than as it related to 
taxation, introduced a factor into all 
these valuations which prevented them 
from being representative of any origi- 
nal value or cost. The Revenue Acts, 
however, brought the question of valua- 
tion and depletion very much to the 
fore. Since that time much thought has 
been devoted to the question of how 
the status of a mining property can best 
be exhibited to the investor, and 
particularly how and to what extent its 
progressive exhaustion can be indi- 
cated. This question has not been 
completely solved, and no one method 
which is both acceptable theoretically 
and generally practical in application 
to actual cases has been devised. 

No attempt is made here even to sug- 
gest such a method. It is believed, how- 
ever, that a careful examination of the 
various factors involved and of the 
attempts made by the mining industry 
to present clear and informative ac- 
counts to investors will be of assistance 
to those who are charged with the duty 
of preparing the accounts of mining 
companies, or of examining and inter- 
preting them. 


Factors in the Valuation of Natural 
Resources 


To form an opinion of the practical 
methods in use for stating the accounts 
of enterprises engaged in the exploita- 
tion of wasting assets, we should first 
look at an ideal situation and then 
determine the extent to which actual 
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onditions approach this. The ideal 
-ondition, of course, is to know at the 
utset exactly what will happen over 
the life of the property, or to have in- 
formation which will enable a sub- 
stantially accurate estimate of the 
ontrolling factors to be made. 

The ownership of any natural re- 
source or the right to exploit it can 
have but one true or absolute financial 
value, that is, the present worth of the 
profits to be realized from its effective 
exhaustion. Other methods of valua- 
tion are of little or no significance in 
letermining the worth of an asset of 
this nature. Each property is to some 
extent unique, and properties of the 
ame general nature can be reduced toa 
common basis only by the application 
of some method which will arrive at 
the present worth of profits to be 
realized from the effective exhaustion 
of the property. The market value of 
the product will affect the valuation. 
But the problem of the market value 
for an entire quarry, mine, oil well, or 
piece of timber land is not the same as 
that of a house, for instance, which is 
comparable with another similar house 
and therefore has a market value 
determinable within reasonable limits. 

If we agree that the ideal method of 
valuing the ownership in or the rights 
to a natural resource is the present 
worth of profits to be realized from 
its effective exhaustion, let us look into 
the factors entering into the calculation 
of this present worth. We must first 
of all know how many salable or re- 
units of metal, oil, coal, 
lumber, or other material can be pro- 
duced as the result of the ownership 
or rights in the natural resource. When 
we know how many units we have we 
must then know at what price or 
prices these will be disposed of during 


' 
t 


he life of the property. 


coverable 


In order to know at what price the 
units may be disposed of, we must 
know the costs of production during 
the entire life of the property, since 
it is obvious that from a financial point 
of view the content of the natural 
resource cannot be considered if the 
cost of extraction and conversion is 
in excess of the price to be realized. 
We must also know the rate of produc- 
tion, since this will determine the 
application of costs at various price 
levels, and the length of time which 
will be occupied in the exhaustion of 
the deposit will affect the calculation 
of present worth. In order to calculate 
present worth, we must know what 
interest rate will prevail during the 
life of the property, both for return on 
capital and for reinvestment. 

The factors just enumerated enter 
into every calculation of the value of 
the ownership or rights to a natural 
resource. There is, however, one other 
factor which is of great importance 
although not of universal application; 
that is, changes (generally reductions) 
in cost through advancement in the 
arts and sciences which in turn improve 
mining, drilling, metallurgical, or refin- 
ing methods. This factor frequently 
enters into such a calculation, and 
where it is present it is generally 
decisive, as, for instance, in the case of 
certain deposits which were of no 
demonstrable value before the inven- 
tion of the oil flotation process, but 
have become large and profitable pro- 
ducers since its introduction. 

To sum up, for any correct valuation 
we need to know: (1) the number of 
salable or recoverable units, (2) unit 
price to be received for products over 
the life of the property, (3) cost of 
production over the life of the prop- 
erty, (4) rate of production, and (5) 








Harvard Business ‘Review 


£9°1g7‘916 


7£°6 


gt £1£‘96 
00 'O1Z‘197'Z 
00°06Z‘10S'S 
00° o00'fgd‘Z 
sivak £2 


000 ‘o00 ‘od 


££-Lg 
$660°£1 
tQOtT TI 


000 * 000 * OO! 


$£61‘1& 20q 


mi 








or’ ZS¢*Sii‘t 


ooo! 


1Z'SES‘ar1 
00 o00'Ez1°£ 


00° 000'Sz1°Z 
00 000‘gtz‘o1g 


s1voh gz 


000 "000 ‘OO! 


2&61 ‘1 *20q 


gL 6b6‘z77'1 


zFol 


fg Sof‘Zi1 

00 ooL‘SSZ‘¢ 
00 oof '$Z£'6 
00 C00 IL 1*E1g CO CO0‘OOZ‘gIg 00" 000‘0Hg‘gIg 00° 000‘019‘9I¥¢ 00“ COO‘OLE'FI¢ 


° = > z . z 


sovie'€ Jgzri t gsgri t 


og odt‘ogt’z gl10f‘ogff Soorobif'€ $1 gog*zti‘e 


GL £6L‘gh1'€ 


000'000'T¥Y 

JO 80D Aseiiqiy uv UO poseg 
UU 7° ST 
Jo} ivax iad 1g jo Ayinuuy 


jO anjeA wWoessg uo paseg 
:punog Jed uonajdaq jo airy 

JUSWASIAUIIY 

uo UINJIY %F pur jeydes uo 


uInzay %g uo pasey uoNnenjer 


1S‘o1 1S‘o1 1S‘o1 zf‘o1 zv'ol 2198 ], Uonenye A 19A007] 
WOJF DUTP JO aji"] JOy eax s9d 
1g jo Ajinuuy jo anjeA quasaig 

£€ -fgS‘bez tz FzL‘61t o£ 61£‘S1€ gh SES*vof o$ -Lg1‘zoft JeaxX jad awosuy aelaay 

ooo$z‘1it*Z co’ o06‘OS$‘o1 CO’ OSS‘Sob‘o1 C0 C0g‘ott'6 §~—00° 0000496 Aqyiadoig jo afi] i9a0 awosuy 


00 o$Z‘ggZ‘o1 co oor6£f‘g oo'o$t*boz‘g 00 cot 6gt‘S 








sof sisvg sv pas/y 
‘2161 ‘1& *20q 
SALV(] SNOINVA LV ANIP WaddOd V 4O SLIAOUG AILIGdXyY AO NOILVAIVA 


I ATAV.L 


00° 0000$z'$ 
00 '000‘o76‘F1¢ 


(s3sOD & S}IUN) sayeg Jo 4ysO7 
(acid yun X& sjlUN) sajeg 


sivai zf£ sivai ££ sivoh ££ sivai ££ sivat if sivai 7 saqeig peiuy ur Ansnpuy 
Buuiyy joddoy aimuy jo Au 
-dedes 0} uoNnoNpolg jo a3rqUa. 
-19qg uo paseg—Aqiedoig jo aj] 
000 ‘000 ‘06 o000‘000‘C001 =000‘000‘001 §=—000‘000'001 ~=—900‘000'001 = 000 ‘000 ‘oo! Wold & Iv pejoei1xy 
ag ued yoru, Joddoy jo spunog 
Z1°¥01 $Z°zo1 zh 62 60°6$ gzzs 0'0$ 001-9z761—s}s07 jo xapuy] 
$Szg°S1 Sziv'S1 f16°11 “$£9g°8 zegZ SZ) 000 ‘000 ‘o1— 
gtgs ti Sgt +1 QQII‘ 11 gzlz'g z61f°Z LZ 000 ‘000 ‘o1— 
1zvS £1 SZSE-f gtzt‘o1 Z1g9°Z +96Z°9 $‘9 000 ‘000 ‘o1— 
boos *z1 off 71 botS 6 go6o°Z gtlz9 ‘9 000 ‘000 ‘o1— 
ZgSho11 Szot*11 z9tL'g 666+ “9 gosZ's 25 000 ‘000 ‘o1— 
Zit‘o1 $Zz‘o1 zt6°Z 606 °S gzz'S “§ 000 ‘000 ‘o1— 
€SZ¢°6 SLtz°6 glti-Z 1gif’S zSol‘¥ S‘? 000 ‘000 ‘o1— 
gttt-g O77’ gfSf-9 ztL7L'¥ tzgi't+ y 000 ‘000 ‘o1— 
61672 Sz61°Z 6SS°S fofi'+ 968g °£ $*¢ 000 ‘000 ‘o1— 
gzo$z'9g gSg1'9 zSol't PPSHS “€ Jggti'€ oe @) *8q] 000‘009‘o1—uondnpolg jo 18079 
JOS +1 907g! 36g °g1 319°91 9f6't1 $7641 uoljene A 
jO aieq OF snolAsIg sivax 
ol—punog Jed aug asevisay 
O90 'C00'CO1 =6.000'000‘001 §=©—a00‘o00‘001 §=©6000‘000'001 §=«=000 ‘000 ‘001 000 ‘000 ‘00! taddoy ajqe 
~1IAOIIY jo spunog jo Joqguinny 
6261 ‘18 20g Se6r rE -9q: «oz6r ‘sF90q) Libr ‘rE 9aq_ E161 ‘1 sop orb ‘1 -390q 





2. 8s571¢ 


2 2222¢ 





— 


a 





Natural Resource Assets 79 


f interest for return on capital 
reinvestment. 
With the exception of the content 
verable or salable units in the 
-rty, all the factors used in valua- 
. relate to the future. The valuation, 
refore, of a property would differ 
nerations were started at different 
or the valuations of identical 
ties, if such could exist, would 


pertles, 


which operations were begun. A 
table showing the valuation of the 
ted profits of a copper mine at 
is dates, assuming that operations 
began in each case at the dates selected, 
been prepared (Table I). The 
yearly average price of copper in the 
United States has been used and 
the maximum capacity production has 
been varied according to the annual 
United States production. 

Fluctuations in costs are based on 
in index number for building materials 
should vary through substan- 
he same limits as the cost of 
most of the important mining supplies 
From these figures we 
may deduce the various factors re- 
ired for a valuation of the “present 

f expected profits on the basis 
condensed from Inwood’s 

Mr. Herbert Hoover and 
generally accepted as a correct basis 

r such valuations. We cannot, of 

irse, arrive at the total pounds of 
recoverable copper in the mine or the 
rate of production from these figures, 
but we must make certain assumptions 
can calculate either. The 
these assumptions is that the 
hypothetical mine for which Table I 
has been prepared contains, at the 
beginning of operations on the various 

1med dates, 100,000,000 pounds of 
recoverable copper and that at Decem- 
31, 1926, which is the basic date 


tially the 


and wages. 


799 
x rt} 
VOTtN ( 


( f tables 


‘able S by 


Deiore we 


for the index number used to deter- 
mine variations in cost, the costs of 
mining, reduction and refining were as 
follows: for the first 10,000,000 pounds, 
6 cents; for the second, 7; and so on, 
with steps of 1 cent up to the tenth 
10,000,000 pounds, at a cost of 15 cents 
per pound. 

These costs are not shown on he 
table, as 1926 is not used as one of the 
assumed dates for beginning opera- 
tions. They are given because the index 
number based on them is used. 

Maximum production which, it is 
assumed, was reached in the year 1929 
is 5,000,000 pounds per annum; and 
it is assumed that the production of 
our hypothetical mine has varied in 
accordance with the total production 
of copper in the United States. For 
years subsequent to 1935 an average 
production based on past experience 
of 3,000,000 pounds per annum has 
been used. Table II shows the valua- 
tion of such a property worked out on 
the basis of these factors, using metal 
prices averaged over 10-year periods, 
if operations were begun at the various 
dates. 

TABLE II 


VALUATION OF HypoTHETICAL CoprpEeR MINE 


Increase 
Valuation of or Decrease 
Present Worth Compared 


of Expected with Preceding 
Date Profits* Valuation 

December 31, 1910 $3,148,793.75 

March I, 1913 3,142,806.15 -—$ 5,987.60 

December 31, 1917 3,314,010.05 + 171,203.90 

1925 2,360,370.8 953,639.25 

1929 1,222,949.76 1,137,421.04 

1932 14,336,357. 12 107,592.66 

1935 916,281.53 — 199,075.57 


* Based on 8% return on capital and 4% return on 


reinvestment. 


These valuations have been made 
on bases which are simpler and more 
uniform than could possibly be the 
case in any mining property of the 
size indicated. It has been arbitrarily 
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assumed that ore of different grades 
has been extracted proportionately 
instead of, as might be the case, assum- 
ing the extraction of ores of better 
grades during times of lower prices. 
It has been assumed that no addi- 
tional discoveries have been made, and 
that no estimates of ore reserves have 
proved to be excessive. The only 
changes in cost which have been 
admitted are those which would have 
arisen through changes in cost of 
supplies and labor rates. The advantage 
of technical advances or the disadvan- 
tage of operating conditions more 
difficult than had been anticipated 
have alike been disregarded. Changes 
in the value of by-products have not 
been taken into consideration. 

The use of an index number to 
determine fluctuations in cost is not 
ideal, even after eliminating the con- 
siderations just mentioned. Since it is 
impossible, for various reasons, to 
collect sufficient data on actual costs of 
producing metals over the period in 
which the various dates for beginning 
operations of our hypothetical mine 
are included, it has been decided to 
use a method in which the error, what- 
ever it may be, is at least consistent. 
The probabilities are that in many 
companies increases in costs brought 
about by increases in prices of supplies 
and hourly wage rates have been 
largely compensated for by economies 
in operation and improved technical 
methods. Local conditions governing 
living costs and transportation would 
also affect wage rates and the results 
of these are necessarily given no weight 
in the index number used. Naturally 
any factors which have an important 
bearing on costs would require subse- 
quent revaluations to be made. 

The purpose of Table I is not to give 
a statement of actual conditions, past 
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or present, but to show the effect of 
changes in the underlying factors, the 
principal one of which is, of course, 
cost of production. Assumed interest 
rates also have an important bearing 
on a valuation. Rates of 8% on capital 
and a reinvestment rate of 4% are used 
in this table, which are higher than 
those in effect at present and perhaps 
lower than have been in effect in the 
past. The result of a variation in these 
rates could easily be calculated as 
could the result of a variation in costs, 

Here, however, the problem has been 
reduced to its simplest elements and 
even so we find for an identical prop- 
erty, revalued periodically on the as- 
sumption that operations were started 
at different dates over twenty-five 
years, a variation in expected profits 
from $10,550,900 in 1920 to $2,261,210 
in 1935, and a “‘present value”’ ranging 
from $3,360,301 in 1920 to $916,281 
in 1935. These variations are so large 
that they totally overshadow current 
results, and, if they were expressed 
in the accounts of the company, would 
result in numerous surplus adjustments 
each of which would be relatively 
meaningless after the next new valua- 
tion was adopted. 

The variations in valuation shown in 
Table I, while large, do not allow for 
results of errors in estimating the con- 
tent of the mine. Experience indicates, 
particularly in mines where the geo- 
logical structure is not well adapted to 
extensive development in advance of 
mining, that the content is often under- 
estimated by substantial amounts. If, 
for instance, the content of our hypo- 
thetical mine had been underestimated 
by 20% at March 1, 1913, and deple- 
tion had been written off on that basis 
up to the end of 1935, our assumed cost 
of $2,000,000 would have been written 
down to $125,000, a figure representing 





2 
or Saal 


Ore 




















anc 
out 
tell 
Wwe! 
anc 
exp 
the 


1909 


sald 





Natural ‘Resource Assets 


.e remaining cost of 5,000,000 pounds 
t 215¢ per pound; the original deple- 


tio! rate based on 80,000,000 pounds 
divided into a cost of $2,000,000. In 
fact we have 25,000,000 pounds left 
and if we are to apply our remaining 


st to our remaining content we arrive 
depletion rate of 19¢ per pound, 


L< of the previous rate. 
\ variation of 20% in the estimate of 
the content of a mine is not large or 


ent as the following quotation 


intreque 


TABLE 


SI 


of paying ore. On the other hand, such 
a person can give a number of less 
happy examples where rich and appar- 
ently extensive ore bodies were sud- 
denly lost sight of—through geological 
faults or other causes—and never redis- 
covered, although the engineers felt 
certain that the ore body must continue 
somewhere in the vicinity. 

That such variations in the depletion 
rate are not hypothetical but are an 
ordinary occurrence is illustrated by 


III 


VARIATIONS IN DEPLETION RATE 
(St. Joseph Lead Company) 


Produc- Income per Ton 
Fon Production Deple 
Tons eosin : ; tion per 
Vet Income Net Income of Lead After Before Z'on of 
per Published Add Back before and Deple- Deple- Produc 
Report Depletion Depletion Zinc tion tion tion 
1928 $4,490,973-42 $1,775,803.27 $6,266,776.69 160,930 $27.9064 $38.9410 $11.0346 
I 7,466,002.93  2,264,740.04 = 9,730,742.97 = 194,962 38.2947 49.9110 11.6163 
{ 1,509,991 ) 2,566,470.00 4,076,461 .00 207,440 7.2792 19.0513 12.3721 
I 1, 409,352.85 1,886, 589.04 477,236.19 163,084 &. 6479 2.9263 11.5682 
14,022.16 1,606, 310.78 1,287,711 .38 116,259 24.8020 11.0762 13.8167 
1,701,130.00 I , 270,987.00 109,851.00 95,146 12.2037 1.1546 13.3583 
1934 SL2, 534.33 I ,476,607.36 664,073.03 108,449 7.4923 6.1234 13.6157 
1935 486,199.77 303,009.11 789,208.88 115,468 4.2107 6.8349 2.6242 
N Figures in italics represent losses. 
fr \Ir. Herbert Hoover’s book, ‘Table III taken from the published re- 
Principles of Mining, indicates: ports of the St. Joseph Lead Company. 
ie. ahnalil tee attakecl a wai er 
, ould be stated at the outset that it = by g-4i-al Difficulties of Valuation 
is utterly impossible to accurately value ; 


e, owing to the many speculative 
factors involved. The best that can be done 
» that the value lies between cer- 
t limits, and that various stages above 


lum given represent various 


1 


+ gy 
i LIOR, 


lhe practical experience of engineers 
logists everywhere bears this 
\nyone familiar with mining can 

ell story after story of properties which 
hought to be entirely exhausted 


and worthless, but where subsequent 


tion and development proved 
* existence of substantial quantities 


McGraw-Hill Book Company, Inc., 





The mathematics of the valuation of 
a natural resource are not particularly 
difficult or complicated, and it is not 
difficult to describe the nature of the 
information required to arrive at such 
valuation. The difficulties are entirely 
practical. ‘Those which relate to the 
cost of extraction, future sales 


future- 
price, rate of extraction, and rate of 
interest—are difficult for the same rea- 
sons that any attempt to foretell the 
future is difficult. The other important 
factor, the content of recoverable or 
salable units, is difficult to determine 
for physical reasons. To understand 
these difficulties we must understand 
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the general nature of natural resource 
assets. 

These are often referred to as “‘ Wast- 
ing Assets.”” The term is technically 
correct, but its implications are fre- 
quently misleading. We speak of a 
mine or timber lands or an oil district 
as “Wasting” but we speak of a factory 
building and a manufacturing plant as 
“*Fixed,” a terminology which implies 
permanence in the latter type of asset 
and implies rapid change or exhaustion 
in the first. As a matter of fact the truth 
is frequently the opposite. Even in 
England, the home of the long estab- 
lished family business, there are not 
many commercial or industrial enter- 
prises which can trace their origins 
back to, say, the early part of the 
eighteenth century, and there are very 
few survivals of businesses which are 
older than that. The Bank of England 
is only 224 years old. In this country 
most business organizations are not 
very old. A business established for one 
hundred years is an exception. 

In the extractive industries, which 
deal with the exploitation of natural 
resources, the continuation of the same 
enterprise in the same place by the 
same racial type of workman for hun- 
dreds of years is frequent, and there are 
cases where this condition extends to 
some thousands of years and others 
where the beginnings of the operation 
extend into the past beyond the limits 
of recorded history. A case in point is 
the Rio Tinto properties in Spain. 
These properties, I am told, were al- 
ready producing when the Phoenicians 
made their first trading expeditions to 
the Mediterranean coast of Spain. The 
Phoenicians traded for the metals and 
developed the mines. Later on Greek 
colonists and the Romans did the same 
thing. The mines were known and 
worked by the Goths, the Arabs, and 


the later Spaniards, and were, up to the 
time of the present Spanish disturb. 
ances, producing under the ownership 
and technical direction of an English 
company. While it is true that every 
pound of metal which the prehistoric 
miner extracted left so much less meta] 
in the mine, and the same was true for 
every other people which operated the 
mine, it did not have very much prac- 
tical significance for any of them. 

There are many mines in_ both 
South America and Mexico which 
were good producers at the time of 
the Spanish Conquest although, natu- 
rally, the methods were crude and the 
percentage of recovery of metal ex- 
tremely low; improved methods accel- 
erate exhaustion but also bring into 
production ores formerly considered 
worthless and facilitate discoveries of 
new ore bodies. Quarries from which 
stone was taken to make the statues of 
ancient Greece and the palaces of 
Imperial Rome are still being worked. 
Sulphur is still being produced in 
Sicily from deposits known and oper- 
ated in Roman times. 

The fact that mineral deposits may 
be so large as to be worked almost 
indefinitely should not be taken to 
mean that the income realized from 
them is not to some extent a return of 
capital, for other conditions may make 
the exploitation of a natural resource 
impossible or unprofitable which would 
have the same effect financially as ex- 
haustion. For instance, in the days of 
Queen Victoria when the ladies of that 
period, particularly the elderly ladies, 
wore dresses which were liberally orna- 
mented with jet bugles and buckles, 
and when jet necklaces were in high 
favor, the jet mines of the town of 
Whitby on the Yorkshire coast enjoyed 
a period of great prosperity. The mines 
are still there, but the production has 
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een reduced to almost nothing with 

the change in fashion. 

This digression brings us back to the 

position that the value of a natural 
resource is the “‘present worth”? of 
the expected profits, which in turn 

-pend on the quantity of material 

,at can be profitably extracted rather 

than the total volume contained in 
the deposit. Practically the same ques- 
tions, therefore, arise in considering a 
depletion allowance or a valuation of 
almost inexhaustible deposit, as 
might arise in the case of one of a 
mparatively limited life. 

While the impossibility of determin- 
that all units can be profitably 
acted and sold is a major difficulty 

in de termining the recoverable content 
mining property, the difficulties 

n merely determining physical content 
in some instances so great as to be 
almost insuperable. 
types of deposits, such as 


some 
lluvia! deposits of gold which can be 


ateatial by dredging, coal mines 
vhere the coal is not far from the 
urface, and porphyry copper mines, 


can be explored and developed eco- 
nomically and the recoverable content 
determined with a considerable degree 
of accuracy, since the ore body or other 
deposit can be delimited with some 
ertainty by test drilling and, in the 
case of metals, the average recoverable 
inits per ton of ore can be determined 
by test assays. 

While some of the greatest mines in 
the world are of this type, these con- 
ditions are, on the whole, infrequent. 
For copper, gold, silver, lead, and zinc 
occurring in vein systems, it is gen- 
erally either physically impossible, or 
would represent the expenditure of 
much money uselessly, to develop and 

| bodies accurately. 
Under such circumstances it is most 


delimit the ore 


uneconomical to develop a property 
for any great distance in advance of 
actual mining. Expenditure for shafts, 
tunnels, and equipment to determine 
the existence and extent of ore bodies 
in advance of mining would be sub- 
stantial, even if such tunnels and shafts 
remained in good condition. Generally 
they would not; and by the time 
mining operations were begun in the 
developed areas much of the work 
would need to be done over again. 
Problems of dealing with water and 
ventilation would also be rendered 
more difficult by attempts to develop 
such a mine far in advance of the 
extraction of the ore. 

This is a brief outline of the problem 
which the executives of an enterprise 
exploiting wasting assets must face. 
They have, on the one hand, clear 
and simple theoretical requirements 
and, on the other, practical conditions 
which make the complete and exact 
fulfillment of these requirements almost 
impossible. No one method for over- 
coming all these difficulties has been 
devised and it is probable that there 


is no such universal method. The 
ideal to which all natural resource 
accounts should work is the _ best 


presentation of the present status of 
the property of the enterprise which 
the conditions of the particular indus- 
try or enterprise permit, which would 
include a reasonably comprehensive 
description of the method used. 


Methods of Showing Valuation and 
fe 5 
Extent of Exhaustion of Property 


It is probably fair to assume that in 
almost every case at the present time, 
the corporations engaged in exploiting 
natural resources which are of sufficient 
importance to be listed on a stock 
exchange wish to give their stock- 
holders as much and as accurate in- 
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formation as they can. If we do not 
assume this, a study of the reports and 
accounts of these companies which are 
published or are public records would 
have little significance. If, however, 
we assume that the statements repre- 
sent an honest and conscientious en- 
deavor to do the best that can be done 
with a problem which bristles with 
difficulties, we may be able to make a 
little advance on the road toward a 
better reconciliation between theoreti- 
cal requirements which it is manifestly 
impossible to fulfill completely, and 
attempts at practical solutions which, 
while intended to give the best possible 
answer to the problem, may not in 
reality go far enough. 

Three industries will be used as ex- 
amples of general practice in enterprises 
dealing with natural resources: petro- 
leum, coal, and non-ferrous metals. 

In the petroleum industry depletion 
is generally recognized and is usually 
calculated on estimates of recoverable 
oil. This method produces income 
accounts which are not greatly dis- 
torted by variation in rates of depletion 
or valuations. The comparative accu- 
racy of the geologists’ estimates and the 
comparatively short life of individual 
wells make this result possible. 

The Standard Oil Company of Cali- 
fornia states in an application for the 
listing of additional shares on the New 
York Stock Exchange in 1930: 


Depletion on all oil producing properties 
(and depreciation) is calculated on the “per 
barrel method.” The value of the land and 
leasehold and the producing equipment is 
divided by the estimated barrels of oil re- 
serves, by individual oil producing proper- 
ties, and the figure resulting is the rate per 
barrel of depletion and depreciation. Thus 
the actual production in barrels for a given 
year, multiplied by such rates, gives the 
total amount of depletion and depreciation 


on the company’s producing properties for 
that year. 


The values on which depletion js 
calculated are those approved by the 
directors at the organization of the 
company in 1926 and _ subsequent 
additions are carried at cost. The 
practice of writing off depletion in 
proportion to the oil extracted, based 
on the best available estimates of 
recoverable oil, appears to be generally 
accepted in the industry. 

In the coal mining industry depletion 
is generally recognized. The practice is 
divided as between writing off deple- 
tion on engineering valuations and 
calculating this charge on the basis of 
March 1, 1913, valuations arrived at 
for Federal income tax purposes. The 
charges so arrived at, being made ona 
uniform basis, do not greatly distort 
the income accounts; and they are 
fairly well justified, since the physical 
conditions in a coal mine generally 
make it possible to estimate with fair 
accuracy the salable coal, and varia- 
tions in price and costs are not as vio- 
lent as in some other types of mining. 

The tax valuation as of March 1, 
1913, is used by the Lehigh Valley 
Coal Company, whica states in its 
anual report: 


A depletion charge is made on each ton 
of coal mined by the company or its 
tenants. ... These rates per ton were 
arrived at through engineers’ estimates of 
recoverable tonnage based on the values 
determined by the March 1, 1913, ap- 
praised value of the coal deposits. 


An engineering appraisal is used by 
the Truax-Traer Coal Company, which 
states: 


Depletion of coal lands, mining rights 
and development has consistently been pro- 
vided by the company on the basis of tons 
of coal mined. Depletion rates are based on 
the cost of the properties and estimates by 
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Ford, Bacon and Davis, Inc. and company 
sineers of the tons of recoverable coal, 
t on properties of Cabin Creek Con- 
iated Coal Co. The rate for the latter 
pany was recommended by Howard 


venson and Associates at the date of 
isition of the properties. 


WUloits 


eT 


An interesting variation in depletion 
accounting is shown in the report of 
the Lehigh Valley Coal Company, 
which company charges depletion on 
len coal direct to surplus. That this 
| is not inconsiderable is indicated 
a charge of $71,000 for 1934. 

‘In the non-ferrous metals industry 
the problem is much more difficult, 

there is great variety in the 
methods used by various companies 
in the statement of mining properties, 
nd the approximate exhaustion there- 
in the financial accounts. Mining 
panies, the securities of which 
re traded in on registered stock 
exchanges, must prepare an annual 
r the Securities and Exchange 


renort to 
1¢ \ A i A 


S 


Commission, copies of which are avail- 

le to the public. These reports are 
generally practically identical with 
those issued to stockholders, though 
in some cases they may be a little fuller. 


In order to arrive at a statement of 
practice in the industry, the reports 
for the year 1936 of all companies 
ngaged in mining non-ferrous metals 
listed on the New York Stock Exchange 
or the New York Curb Exchange were 
examined. For various reasons certain 

mpanies were eliminated. Some were 
too small to be representative, others 
were in partial liquidation, and, in a 
few cases, the information available 
was insufficient. Forty-one companies, 
however, were finally selected as being 
tairly representative of the non-ferrous 
metals industry, and the annual reports 
of these companies to the Securities 
and Exchange Commission were studied 
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in detail and are summarized in 
Table IV. Of these companies, 13 
showed no depletion at all; 24 showed 
depletion on either the basis used for 
Federal income tax purposes or some 
other basis; and 4 gave no indication of 
the method used for charging depletion. 

While there are only 13 out of 41 
companies which do not show depletion 
in their accounts, the production repre- 
sented by this group is much larger 
than that of the remaining companies 
listed. The following summaries indi- 
cate generally the accounting methods 
covering mine valuation and depletion 
for the various companies. The informa- 
tion should not be taken as unqualified 
statements of fact, since many of 
the companies have quite complicated 
methods of mine valuation and of 
calculating depletion. 

On the whole, the valuation and 
depletion policies of the various com- 
panies have been consistent for some 
years previous to 1936, but there are 
notable exceptions to this. Alaska 
Juneau Gold Mining Company did 
not show depletion previous to 1936. 
The value of operating mines of Cerro 
de Pasco Copper Corporation has been 
entirely extinguished by depletion, al- 
though an amount still remains in the 
property account for non-operating 
mines. In addition, depletion calculated 
on percentage basis has been written 
off, charged to income and credited 
to earned surplus. Operating and other 
statistics do not indicate that the 
mining properties of Cerro de Pasco 
Copper Corporation are of no value. 

The method pursued by the Federal 
Mining and Smelting Company is an 
unusual one, but has the merit of logic 
and consistency. It is a combination 
of the method of periodical revaluation 
and the depletion taken for Federal 
income tax purposes. In the annual 
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Principal Metals 
Produced* 
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TABLE IV 
Deptetion Poticy, 1936, or 41 Non-Ferrous Metat Mininc Companies 


Depletion Charged to 


Mining Companies Which Do Not Show Depletion in Their Published Accounts 


Anaconda Copper Mining Co. 

Andes Copper Mining Co. 

Chile Copper Co. 

Dome Mines, Ltd. 

Greene Cananea Copper Co. 

Howe Sound Co. 

Hudson Bay Mining & Smelting Co., 
Ltd. 

Inspiration Consolidated Copper Co. 

Kennecott Copper Corp. 

Magma Copper Co. 

Park Utah Consolidated Mines Co. 

Silver King Coalition Mines Co. 

Tennessee Corp. 


Cu Zn Ag Au 
Cu Au Ag 

Cu 

Au 

Cu Mo Au Ag 
Cu Pb Zn Ag Au 


Cu Zn Au Ag Cd 
Cu 

Cu 

Cu Au Ag 

Ag Au Pb Zn Cu 
Pb Ag Au Cu Zn 
Cu 


Reserve for 
Depletion 


Mining Companies Which Show Depletion of Mining Property on a Federal Income Tax or Other Basis 


Alaska Juneau Gold Mining Co. 


American Metal Co., Ltd. 

American Smelting & Refining Co. 

American Zinc, Lead & Smelting Co. 

Calumet & Hecla Consolidated Cop- 
per Co. 

Cerro de Pasco Copper Corp. 

Federal Mining & Smelting Co. 

Hecla Mining Co. 

Homestake Mining Co. 


International Nickel Co. of Canada 

McIntyre Porcupine Mines, Ltd. 

Miami Copper Co. 

Molybdenum Corp. of America 

Mother Lode Coalition Mines Co. 

Natomas Co. 

New York & Honduras Rosario Min- 
ing Co. 

Patino Mines & Enterprises Consoli- 
dated, Inc. 

Phelps Dodge Corp. 

St. Joseph Lead Co. 

Shattuck-Denn Mining Co. 

South American Gold & Platinum Co. 

United States Smelting, Refining & 
Mining Co. 

Vanadium Corp. 

Yukon Gold Co. 


Au Pb Ag 


Cu Pb Zn Ag 
Au Ag Pb Cu Zn 
Zn 


Cu 

Ag Cu Pb Au Zn 
Au Ag Pb Zn 

Pb Ag Zn 

Au 


Ni Cu Pt Ag 

Au Ag 

Cu 

Mo W V Au Ag Ra 
Cu Ag 

Au 


Ag Au 


Sn 

Cu Ag Au 

Pb Zn 

Cu Au Ag Pb 
Au Pt 


Cu Pb Zn Ag Au 
Vc 
Sn 


Part income (cost) part 
capital surplus 

Income 

Income 

Income 


Income (cost) 

Income 

Capital Surplus 

Property Surplus 

Part income, part percent- 
age depletion reserve 

Income 

Surplus 

Capital surplus 

Income 

Surplus 

Income 


Part income, part surplus 


Income 
Surplus 
Part income, part surplus 
Income 
Part income, part surplus 


Income 
Income (cost) 
Income 


Shown separately 
Shown separately 
Shown separately 
Shown separately 


Shown separately 
Shown separately 
Shown separately 
Netted off mines 


Shown separately 
Shown separately 
Shown separately 
Shown separately 
Shown separately 
Shown separately 
Netted off property 


Shown separately 


Shown seapartely 
Shown separately 
Shown separately 
Shown separately 
Shown separately 


Shown separately 
Shown separately 
Netted off mines 


Mining Companies, the Property of Which Is Fully Depleted, or Where the Depletion Policy Is Not Indicated 


Callahan Zinc-Lead Co. 

Granby Consolidated Mining Co. 

Lucky Tiger-Combination Gold Min- 
ing Co. 

Sunshine Mining Co. 


Ag Pb Zn Shut down 
Cu Ag Au Shut down 
Au Ag Not shown 
Ag Pb Cu Fully depleted 


Shown separately 


Shown separately 


Shown separately 


None 


* Ag, silver; Au, gold; Cd, cadmium; Cr, chromium, Cu, copper; Mo, molybdenum; Ni, nickel; Pb, lead; Pt, platinum; Ra, radium; Sa, 09 


V, vanadium; W, tungsten; Zn, zinc. 
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f this company for the year 


:< it is stated: 

\ deficit in the balance sheet, as shown 
vear, is always undesirable unless it 
; the true picture. Its presence fre- 
deters directors from taking de- 
action, which they unhesitatingly 

take in the case of a surplus. 
stated on page 12, the mining proper- 
f the Company are valued upon the 
| basis of the average prices of the metals for 
ist ten years. At the end of 1934, such 
valuation showed a surplus on the balance 
f slightly over $2,000,000. In 1935, 
me method of valuation shows a 
1 of $197,996.11. There has been 
y nothing on other items to change such a 
y surplus into a deficit. The cause lies in the 
d fact that for 1934 the basis of mine valua- 
the average prices of metals for 





years 1925 to 1934, both inclusive, 
for 1935 it was the average prices for 
y the years 1926 to 1935, both inclusive. The 
relatively high prices of the year 1925 
lead o¢, zinc 7.6¢, silver 69¢) were dropped 
ind, in lieu, the average prices of 1935 
ead 4.06¢, zinc 4.4¢, silver 72.3¢) were 
tuted. The last ten years embrace 
‘ars of good prices, 1926 to 1929, 
inclusive, and six years of low prices, 
1930 to 1935, both inclusive. Had the 
iverage prices for the last fifteen years been 
nstead of the average prices for the 
n years, the balance sheet, instead of 
ng a deficit of $197,996.11, as it does 
: he ten-year average, would have shown 
i surplus of approximately $2,300,000. 

Your Board of Directors has used, and 
lans continuing to use, the prices of 
tually received by your Company. 
"he average prices used in making the 

is of December 31, 1935, are: 

Zin Silver 

per ZOO lbs, 

2 $4.96 


per ounce 

$0. 4964 

\verage prices received for 1935 were: 
54 .0f $4. 403 $0.723 


considering the Balance Sheet, it must 
€ borne in mind that the mines are valued 
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upon assumed future prices of metals. If 
lower prices prevail, this valuation will be 
too high; if higher prices, it will be too low. 
Also, the other factors may influence the 
result both up and down. 


In the annual report to the Securities 
and Exchange Commission Form 10 K 
for 1936, the company states: 


.. In adjusting the book value of 
mining properties to their appraised value 
at the end of the year there is first 
taken up estimated depletion to be claimed 
in the Federal income tax return, except 
where depletion equal to full cost or 
March 1, 1913 value . has already been 
set up in the accounts. In accordance with 
this policy, depletion in the amount of 
$5,000 was taken up in 1936. Since all de- 
pletion sustained is reflected in the valua- 
tion of the mining properties as revalued at 
the end of the year and in the adjustment 
to Capital Surplus no provision for 
depletion is included as a charge against 
income. 


McIntyre Porcupine Mines, Ltd., 
have transferred an even $1,000,000 
per year from surplus to reserve for 
depletion for the last three years. 
Kennecott Copper Corporation, which 
does not now include depletion in its 
published accounts, showed depletion 
until the close of 1924, and its Alaskan 
mines are carried as fully depleted. 
Patino Mines and Enterprises Con- 
solidated, Inc., calculate depletion on 
the basis of Bolivian tax requirements. 

There appears to be no uniform or 
consistent practice in determining the 
disposition of the charge for depletion. 
Of the 24 companies which show deple- 
tion in some form, 13 make the charge 
entirely to income, 6 entirely to sur- 
plus, and 5 divide the charge between 
income and some surplus account. 
Sunshine Mining Company, at present 
one of the largest producers of silver in 
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the United States, shows its mining 
property as fully depleted. 


British Practice 


A committee on mine accounts and 
cost sheets appointed by the Council 
of the Institute of Mining and Metal- 
lurgy of Great Britain stated: 


As regards property, systematic depreci- 
ation is theoretically correct, and especially 
so in the case of mines with ore-bodies of 
limited and definitely determinable extent, 
but is seldom or never carried out. In such 
cases, however, special reserve funds may 
be accumulated out of revenue with the full 
knowledge and assent of the shareholders. 


Mr. P. D. Leake, a recognized British 
authority, in his book on Depreciation 
and Wasting Assets states: 


Owing to the difficulty of estimating the 
proportion of the £50,000 capital outlay 
which has expired within each year of the 
period “‘N,”’ it often happens, in estimating 
the annual profits of an undertaking, that 
no serious attempt is made to provide for 
that part of the cost which consists of ex- 
pired capital outlay. It is sometimes ignored 
altogether until the value has been used up, 
and in other cases provision is made in a 
spasmodic and haphazard manner, without 
the use of any regular scheme for annual 
measurement based on properly recorded 
facts and latest estimates of useful life 
periods made in accordance with the cur- 
rent outlook.? 


Deductions for depletion or exhaus- 
tion of capital are not recognized for 


2 London: Sir Isaac Pitman & Sons, Ltd., 1923, p. 26. 
3 The companies used in preparing Chart I were: 
28 Companies Which Show Depletion in Their Pub- 
lished Accounts 
American Metal Co., Ltd. 
American Smelting & Refining Co. 
American Zinc, Lead & Smelting Co. 
Arizona Commercial Mining Co. 
Bunker Hill & Sullivan Mining & Concentrating 
Co. 
Calumet & Hecla Consolidated Copper Co. 
Cerro de Pasco Copper Corp. 
Consolidated Mining & Smelting Co., Ltd. 
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British income tax purposes and ac- 
counts on a tax basis are, therefore, 
unknown for British companies. It js 
the general practice to publish fairly 
complete statistics of production and 
ore reserves, but it is quite unusual to 
show any deduction for depletion or 
exhaustion of mining properties in the 
accounts. 


Property Carried at No Value 


Certain of the South African mining 
companies have written down their 
properties, either to a nominal amount 
or, as in the case of the Union Miniere 
du Haut-Katanga, to no value what- 
ever. Such a procedure, of course, is 
equivalent to a statement that no 
deduction for depletion will be recog- 
nized in the future and the position 
is quite similar to that of certain 
American companies, such as Cerro de 
Pasco Copper Corporation and _ the 
Sunshine Mining Company. 


Attitude of Investors toward Depletion as 
Shown in Published Accounts 


In an attempt to determine the 
average investor’s attitude toward de- 
pletion deductions in financial accounts 
and the extent to which they influence 
his opinion and judgment of mining 
securities, a list of 56 non-ferrous metal 
mining companies was prepared. These 
were divided between those companies 
which showed depletion in their ac- 
counts and those which did not.’ A 


Copper Range Co. 

Federal Mining & Smelting Co. 

Granby Consolidated Mining, Smelting & Power 
Co., Ltd. 

Hecla Mining Co. 

Homestake Mining Co. 

Isle Royal Copper Co. 

International Nickel Co. of Canada, Ltd. 

Miami Copper Co. 

Mohawk Mining Co. 

Mother Lode Coalition Mines Co. 

Ohio Copper Co. of Utah 
(For remainder of footnote see p. 80.) 
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site graph of the price fluctua- 

f each group for the 20 years 
1917 to 1936 prepared 

t 1). No company was included 
vhich stock quotations were avail- 
r less than ten years. Of the 56 
panies considered, 33 have quota- 
for the entire period and the 

rs for periods from 10 to Ig years. 

r the entire group the average period 


was 


17 7 years. 

\djustments were made for capital 
res, stock split-ups, stock divi- 
subscription rights, and the 
hat the figures for all years are 
parable with 1917. It is difficult 
termine exactly what percentage 
industry is covered because 
ble statistics are partly for mine 
tion and partly for smelter or 
finery production; occasional dupli- 
is thus possible. It would appear, 
ver, that of the total North and 
\merican production the com- 
nies included in Chart I account for 
ximately 90% of the copper, 70% 

he lead, and 80% of the silver. 
hese graphs are based on a simple 
ithmetical average of the percentages 
various stocks bore to their 


T 
yx 


1 


[917 value after the adjustments de- 


Old D nion Co. 
Pat Mines & Enterprises Consolidated, Inc. 
r Dodge Corp. 

eT Lead Ci 


ion Mining Co. 
elting, Refining & Mining Co. 
United Verdi Extension Mining Co. 


pah Extens 


| ~ , 


Vanadium Corp. of America 

\ n Gold Co. 

( panies Which Do Not Sj Depletion in 
ir Pudlished Accounts (includin;: 7 whose policy 


explained above) 

ineau Gold Mining Co. 
nda Copper Mining Co. 
‘opper & Zinc Co. 

e & Superior Mining Co. 


( ahan Zine Lead Co. 
imet & Arizona Mining Co. 
Copper Co. 
Copper Co. 


scribed in the preceding paragraph 
had been made. Percentages for stocks 
introduced subsequent to I9I7 were 
assumed to be the same as the average 
percentage of all other stocks for the 
year in which introduced. For instance, 
if the average percentage for the year 
1923 was 80% of 1917, then a stock 
introduced in that year would take the 
percentage of 80, and the year in which 
a stock was introduced would not, 
therefore, be disturbed. A similar ad- 
justment was made when a stock was 
no longer quoted on the exchange, and 
the averages of subsequent years were 
not, therefore, distorted. 

Two of the companies in the graph, 
Consolidated Mining & Smelting Co., 
Ltd., and Federal Mining and Smelting 
Company, have extraordinary records, 
their stocks rising to several hundred 
per cent of 1917 prices. In 1928 they 
stood at 1500% and 2600% of 1917, 
while the average for all other com- 
panies in 1928 was 180% of 1917. To 
avoid distortion, two graphs have been 
prepared for the depletion group, one 
including these two companies and the 
other omitting them (see Chart I). 

It would appear from an examination 
of the chart that little, if any, considera- 


Consolidated Coppermines Corp. 

Dome Mines, Ltd. 

Greene Cananea Copper Co. 

Hollinger Consolidated Gold Mines, Ltd. 
Howe Sound Co. 

Inspiration Consolidated Copper Co. 
Kennicott Copper Corp. 

Magma Copper Co. 

McIntyre Porcupine Mines, Ltd. 
Nevada Consolidated Copper ( 
Nippissing Mines Co., Ltd. 
North Butte Mining Co. 

Park Utah Consolidated Mines Co. 
Quincy Mining Co. 

Ray Consolidated Copper Co. 
Tennessee Corp. 

Tonopah Belmont Development Co. 
Tonopah Mining Co. of Nevada 
Utah Apex Mining Co. 

Utah Copper Co. 
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tion is given by investors to financial 
deductions for depletion in the pub- 
lished accounts of non-ferrous metal 
mining companies. If the investors in 
the stocks of those companies which 
do not show depletion in their published 
accounts, but continue year after year 
to carry their properties at cost, were 


panies. That for the group showing 
depletion, of course, would drop and 
that for the group not showing deple- 
tion would remain level or rise. 
When all the companies which 
showed depletion, including the two 
companies whose record was not en- 
tirely representative, are considered, 


CHART I 


Srock Market Prices or 56 Non-Ferrous Metat Mininc Companies 
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led by this method of accounting to 
believe that the companies’ properties 
had an indefinite life, and if the 
investors in the securities of those 
companies which showed depletion 
in their financial accounts believed 
that their properties became less valua- 
ble in the proportions indicated by 
the deductions for depletion, we should 
expect a steady divergence in the lines 
representing the two groups of com- 


1927 1928 1929 1930 1931 1932 1933 1934 1935 1936 


the opposite condition is true for the 
greater part of the period covered. 
The market prices for the companies 
which show depletion exhibit a greater 
proportionate increase than for those 
which do not. When these two com- 
panies are omitted from the chart, the 
lines for the two groups are roughly 
parallel, crossing in some periods and 
coming close together at the present 
time. Just how conclusive this graph 




















may be is a matter of opinion, but it 
would seem clear, in the absence of 
any other evidence, that the factors 
which affect the investor’s judgment 
f a mining security are common both 

those companies which show a 
financial deduction for depletion in 


heir published accounts and to those 
which do not. 


The Statistics by Which an Investor in a 
Vining Security Forms His Opinion 
(he mining of non-ferrous metals is a 
type of enterprise which by its very 
nature is subject to hazards and un- 
ertainties of all sorts. The most 
accurate technical and financial infor- 
mation, so long as this is confined to the 
past, can do nothing to eliminate these 
hazards and uncertainties. Proper sta- 
tistical and financial information can, 
however, enable the investor to form 
some estimate of the nature and results 
f these contingencies. The most im- 
portant thing for the investor to know 
is whether the cash cost of extraction 
which may be taken to include depre- 
tion and development since both 
these items represent deferred cash 
penditures) is less than the amount 
ing currently realized for the product. 
this condition exists, no matter 
the allowance for depletion or 
haustion may be, it is worth while 
perate the property, since it is 
ter to return part of the capital than 
s would be the case if the prop- 

y were shut down. 
Next most important is the best 
niormation available on the life of 


the investor's property. This may vary 
irom a fairly exact statement of the 


~ | . . 
il content to an estimate by engi- 


neers that the general indications show 


‘certain life in years but that, apart 


irom very general indications, no defi- 


+t 


ontent can be calculated. An 
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investor is also usually interested in 
the past production of a property. 
Information which may have a bearing 
on costs, such as adverse geological 
conditions, labor conditions, transpor- 
tation facilities, political conditions, 
and the like, is of interest to the in- 
vestor. Obviously, if the investor has 
the financial accounts and a statement 
of production, he can, in enterprises 
where the operations are simple, arrive 
at an approximate unit cost. 

Information contained in reports to 
the Securities and Exchange Commis- 
sion—which is of about the type 
described above—represents the con- 
densation of the statistical and operat- 
ing facts on which the executives of the 
company itself rely in forming their 
policies and making their plans. Obvi- 
ously, their information is received at 
short intervals, sometimes daily, and 
in quite exhaustive detail, while the 
information given to the stockholders 
is published at comparatively long 
intervals and is highly summarized. 
The presentation of statistical or oper- 
ating data in considerable detail would 
be a distinct disservice to the average 
investor, while from properly sum- 
marized statistics the security holder 
can determine broadly the position of 
his company and the considerations on 
which the executives acted. This is 
about the position today for those 
companies which prepare annual re- 
ports for the Securities and Exchange 
Commission. 

It is quite true that there is no 
uniformity either in the method of 
stating property accounts or in the 
method of presenting operating and 
other statistics to stockholders. One 
reason perhaps is that there is great 
diversity of conditions. Whether such 
uniformity is possible or desirable is a 
difficult question to answer. There does 
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not seem to be at the present time in 
the non-ferrous metals industry any 
reluctance to give security holders such 
information as is in the company’s 
possession which could be useful to 
them. There does appear to be, how- 
ever, some uncertainty as to the best 
method of presentation and great 
doubt as to whether anything in the 
nature of an inference from the facts 
in the management’s possession should 
be put forward as statistical or financial 
information. For instance, a statement 
that a mine was estimated to contain 
a minimum of 1,000,000 units of metal 
when operations started and that 500,- 
000 units have been extracted, would 
be a correct statement of fact. If, 
however, it was further stated that 
the property was, therefore, 50% ex- 
hausted, this would be an inference 
which might or might not be correct 
depending on the error, if any, in the 
original estimate. 

The stockholder is undoubtedly en- 
titled to the facts, but there is grave 
doubt as to whether the management 
is required or should be permitted to 
present inferences as statistical or 
financial information. The decision 
first as to whether any broad statement 
is a presentation of a fact or an infer- 
ence drawn from other facts, is not 
always easy to make, and even after 
a decision is reached, there still remains 
the problem of the pertinence of the 
information and the extent of the detail 
which should be given. 

These seem to be the real questions 
at issue, and the problem of those con- 
cerned with the accounts of non-ferrous 
metal mining companies from the side 
of those representing the investor ap- 
pears to be to determine on require- 
ments which would bring out all the 
4 A noteworthy case, because of the undoubted stand- 
ing of the man involved, is the statement made by 
Mr. James Ralph Finlay, a well known mining engi- 


neer, respecting the Anaconda mines in his book on 


facts as they appeared at the time the 
statement was made, with the fy! 
understanding that conditions migh 
arise the day after the statement wa; 
published which would either make the 
apparent facts incorrect or so alter thei; 
significance that the meaning of the en- 
tire statement would be changed. These 
requirements should not, at any time, 
go beyond the physical limitations of 
the industry, and should be designed 
to require management to give as much 
and as pertinent information as is at 
their command. They should not re- 
quire excessive detail nor should they 
involve any deviation into the danger- 
ous fields of prophecy or inference. 
Many examples of the prophecy and 
inference which proved mistaken, even 
though based on the best data and 
worked out by men of experience and 
authority, might be given.‘ Such being 
the record, it is not surprising that 
operators and officials of mining com- 
panies with long experience, who have 
watched the great and at times star- 
tling changes in their industry since the 
beginning of the century, are unwilling 
to translate into figures what amounts 
to a definite statement of the future li‘e 
and value of their properties. They & 
not wish to conceal facts, but they ar 
equally unwilling to confuse and mis 
lead the investing public with prop)- 
ecies and assumptions set out 8 
precisely as to have the appearance oi 
fact. 

It is hoped that this presentation 0! 
the situation as it now is, without any 
desire or attempt to recommend specific 
methods of handling the problem, may 
be of value to those charged with the 
duty of preparing or interpreting the 
accounts of companies engaged in the 
exploitation of natural resources. 

The Cost of Mining published in 1909 (pages 246-247 
His conclusion was that the “logic of events to date if 


that in ten years more, if tonnage is maintainec. t” 
property will be no longer profitable.” 
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A VIEW OF THE BRITISH EMPLOYMENT EXCHANGES 
BY CORNELIA M. ANDERSON 


N the United States the government 
employment offices are expanding 
and unemployment compensation 

is beginning. England was in this posi- 
tion about twenty-five years ago. The 

[-nglish experience is therefore of inter- 

The purpose here is to review the 

placement work of the British ex- 
anges and, specifically, the extent to 

vhich employers use the exchanges. 
By bringing buyers and sellers into 

. coordinated system, employment ex- 
langes are expected to produce an 

, eficient labor market to serve 

he industrial community. The back- 
und of any judgment of the useful- 
ess of employment exchanges is the 

legree to which they are, in fact, labor 
arkets. Attention is turned, therefore, 

» the question of the extent to which 

mployers use the British exchanges. 

| y of labor, at least of the 

ired population, is registered as a 
‘r of course. But employers are 

ose whether or not they will 


e 


} 
1 


raeriy 


the exchanges. 


T) ; L ab 

Before looking at the 
he labor market which goes through 
he exchanges, it is well to glance at the 


r Market outside the Exchanges 


section of 


engagements which go through 
channels. This places the ex- 
hanges in the framework of the entire 
market which is their proper 


tTting 


employers, for some or all 
not to the 
‘xchanges. ‘This is hardly surprising 
nsidering customary ways of reach- 
ng employees which might be expected 


choose use 


no rama 
RAs Ciiie nts, 


to continue because they are quite 





satisfactory. As the Ministry of Labour 
Report for 1935 says: 


it may be observed that there are va- 
rious methods of engaging labour which, if 
regard is paid to the primary function of 
the exchanges in securing a more efficient 
organisation of the labour market, they 
cannot be expected and, in fact, are not 
designed to replace. In certain industries, 
for example, an alternative placing organ- 
isation is provided by the trade unions, 
while in many labour engagements the per- 
sonal acquaintance of employer and em- 
ployee is an important factor. In some 
trades, large numbers of workers keep in 
touch with their former employers and re- 
turn to them again when work becomes 
available.! 


Presumably many engagements are 
made through acquaintances and by 
taking former employees back to work. 
Only if an employer decides that from 
other sources he can find more satis- 
factory employees would he be inclined 
to skip over suitable workers already 
known to him. The survival power of 
personal connections is undoubtedly 
great considering the value of first-hand 
knowledge of an employee’s character- 
istics, and the value of the goodwill fos- 
tered by “giving a job”’ personally to 
an individual. When 
not know of suitable employees, this 
method of engaging labor is obviously 
impossible. Some more formal market 


employers do 


arrangements become necessary. 
Some trade unions, chiefly 


those ol! 
the printers, engineers, building work- 
ers, and skilled craftsmen in textiles, 
carry on placement work, ranging from 


1 Page 13. 
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systematic filling of vacancies in some 
areas to informal “passing the word 
around where jobs are going” or run- 
ning through the unemployed list to 
find a man for an employer who is 
caught short-handed. It is perhaps sur- 
prising to find that some unions which 
customarily kept vacancy books are 
quite willing to see this work drift to 
the exchanges. But it must be remem- 
bered that employers with union agree- 
ments request union men when they 
call the exchanges, and so the exchanges 
merely reflect the prevailing union 
situation and do not influence it. More- 
over, in depression times vacancy work 
may be no asset to the unions, for the 
union members who are not given the 
few available jobs may blame the union 
for their misfortune. If the union, in 
order to avoid criticism, follows the 
simple rule of taking the men in turn, 
beginning with those who signed on 
first, employers may become aggrieved, 
for they may prefer men further down 
on the list rather than the ones sent to 
them. Employers naturally want the 
best workers, who may very well not be 
those who have been longest out of 
work. Altogether, the vacancy book 
can become a troublesome business 
which brings no benefit to the union as 
a whole. 

A third method of recruiting labor is 
through applications at the premises. 
Although there is no longer any provi- 
sion in the unemployment insurance 
law which forces people to look for 
work outside the exchanges, many still 
do so. So long as employers are known 
to hire applicants who come around on 
the chance of “finding something,” it is 
necessary for a worker anxious not to 
miss any chance of finding work to hunt 
in this way. So long as workers apply, 
the employer is tempted to continue 
hiring at the gate. 


The supply of applicants at the prem. 
ises is kept up partly because some 
workers definitely prefer to “find thei; 
own post.” In this way they can main. 
tain their self-respect and can avoid the 
possibility of having to take a job 
through the exchanges which does no: 
suit them. Theoretically the exchanges 
should not injure a worker’s self-re- 
spect, for they are merely go-betweens 
between employers and workers, but 
the association of the exchanges with 
problems of mass unemployment and 
the often unprepossessing quarters are 
distasteful to some workers. Further- 
more, although a worker cannot be 
denied benefit for refusing a job below 
the prevailing wage rate, or, in ordinary 
circumstances, not in his customary 
trade, “customary trade” is subject 
to interpretation, which interpretation 
may not always agree with the work- 
er’s. There is a more intangible factor 
still, in that a worker may not want to 
work for a particular employer even in 
his usual industry. For example, there 
are several contractors in London in the 
building trades who are unpopular be- 
cause the foreman is “‘mean”; some 
building trades workers, therefore, pre- 
fer to hustle and find work with 
“good” employer before the exchange 
or the union offers them work with « 
“bad” employer. The mere chance or 
fear that they may have to take jobs 
they do not like, exerts an influence on 
some workers probably out of all pro 
portion to the actual cases in which it 
occurs. In contrast to the worker whe 
wants to avoid being offered work by 
the exchange before he gets his own job, 
is the worker who is discouraged by the 
exchange or other central agency. If he 
sees many unemployed there and knows 
that there are few jobs “going,” he 
may feel that unless he finds himself 4 
job, he will not have one. These reasons 
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i there may be others—why work- 
ntinue to apply at the premises 
k, go toward explaining why 
tions at the gate are a persistent 

| in the labor market. 
loyment agencies are active in 
inconsiderable part of the labor 
The numbers of agencies li- 
in the London area during the 
years from 1928 to 1933 were as 


ee ee ee 
> & € 


tter part of 1936 there were 950 
ment agencies licensed by the 
County Council and 75 li- 
the City Corporation. The 
is an analysis of the main 
persons catered to by the 
licensed by the Council, with 
ximate number of agencies 


1 


ncerned with each category: 

tic servants 250 

il and cinema artistes 350 

rial and office staff 120 

; 30 

go 

id restaurant staff 40 

nal workers 70 


ugh some agencies are run by 
thropic or other associations and 
harge fees, this kind of agency 
tively rare. The government has 
ected the idea of forbidding local 
ties to license commercial agen- 
hough labor favors such a law.‘ 
occasional bitter complaints 
London newspapers about the 
res taken from London Statistics, published 

the London County Council. 
London County Council Public 

t, November 24, 1936. 
Labour Gazette, June 1935, p. 213; Daily 
1934, and July 1, 1936; Trade Union 
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agencies, with answers in defense by the 
secretary of the London Employment 
Agents Federation.’ Rumors of abuses 
are in the air. It is possible that, as 
the agencies feel the competition of the 
exchanges, their struggle to stay in 
business forces them to use sharper 
practices and to charge higher fees. 
The exchange officials ignore the agen- 
cies, their attitude being that if people 
choose to use agencies, it is none of 
their affair and that the agencies will 
disappear if the exchanges can win 
over business. In the hotel and catering 
trades both workers and employers 
urged the adoption of the specialized 
exchange in London with the idea that 
this exchange could do the work more 
satisfactorily than the agencies. Em- 
ployers in other fields where agencies 
are strong have apparently shown no 
such interest; labor wants to see special- 
ized exchanges started for the occupa- 
tions in which agencies are active. 
Personal connections, including for- 
mer employees, unions, applications 
at the gate, agencies, and newspaper 
advertisements are the threads that 
connect the labor market outside the 
exchanges. The exchanges have grown 
up in this customary pattern with the 
purpose of “‘securing a more efficient 
organisation of the labor market.” 
Clearly the purpose is not to divert 
the entire labor market through the 
exchanges. But the process of attract- 
ing more engagements still continues; 
“there is a substantial portion of the 
labour market in which the services of 
the exchanges might yet be profitably 
utilised.”® This portion of the labor 
market is not defined. The exchanges 
Congress Proceedings, 1934, Pp. 99. 
5 Daily Telegram, March 6, 1934; Daily Express, 
September 19, 1934; Datly Herald, February 13, 


1936, and May 14, 1936; Times, July 4, 1936. 


6 Ministry of Labour Report for 1935, p. 13. 
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are quite pragmatic, saying, in effect, 
that they will attract as many engage- 
ments as they can in competition with 
other methods. 


The Volume of Placements by the Ex- 
changes 


In looking at the extent to which em- 
ployers choose to use the exchanges, it 


TABLE I 
Vacancies FILLED BY THE EXCHANGES 
Vacancies 
Year Filled 
(1910 (11 months) 374,313 
IgII 621,410 
1912 828,230 
1913 921,853 
| 1914 1,116,909 
United Kingdom* | '9'5 1, 308, 137 
| 1916 1,557,235 
| 1917 1,555,223 
1918 1,514,712 
1919 1,289,963 
| 1920 941,708 
lig2t 842,462 
Great Britain & 
Northern Ireland * 1922 715,757 
(1923 893,713 
| 1924 1,143,742 
| 1925 1,279,292 
1926 (general strike)f 1,082,917 
1927 1,252,707 
1928 1,327,218 
Great Britain / 1929 1,554,433 
| 1930 1,732,144 
| 1931 1,952,057 
| 1932 (sharp decline in 1,855,841 
1933 relief works)f 2,201,028 
1934 2,305,262 
1935 2,512,391 
* Great Britain accounted for all but about 20,000-30,000 of the 
vacancies notified and filled each year. Ministry of Labour Report 
for 1935, p. 10. 
t Ministry of Labour Report for 1933, p. 21. 
Note: There are no figures of placements on relief 


works before 1930; every year since 1932 relief work 
placements have been less than 50,000. These vacan- 
cies filled by the exchanges are, by and large, and 
certainly in recent years, placements in private indus- 
try or in nonemergency government work. 

is first of all useful to see the total num- 
ber of engagements which have gone 
through the exchanges each year (Ta- 
ble I). The increase has been virtually 


7 Ministry of Labour Reports for 1933 and 1935. 
*T. S. Chegwidden and G. Myrddin-Evans, The 
Employment Exchange Service of Great Britain. New 


steady for the twenty-six years, reach- 
ing a peak of 2,512,391 in 1935. 

The placing index, the percentage of 
engagements of wholly unemployed in- 
sured work people made through the 
exchanges, has been computed’ a; 
follows: 


1932 21.2 
1933 23.6 
1934 24.8 
1935 26.9 


The index has been calculated since 
1926, but before 1932 figures cannot be 
quoted as the bases of calculation var- 
ied from year to year. It is estimated 
that the index as a whole grew from 18 
in 1926.8 

In measuring the work of the ex- 
changes this index has more meaning, 
clearly, than total vacancies filled, for 
it eliminates changes in labor turnover. 
But figures of total engagements are 
available only for the insured group, 
which excludes, chiefly, those earning 
more than £250 a year, permanent rail- 
road workers, teachers with superannv- 
ation rights, civil servants, those over 
65 and under 16 years, domestic work- 
ers, and, until May 1936, agricultural 
workers. The placing index through 
1935 applies to an insured population 
which was about three-fifths of those 
gainfully occupied. Aside from agricul- 
tural and domestic workers, there is no 
large section of the two-fifths of the 
non-insured groups which has much 
turnover. The part of the labor market 
not covered by the placing index is not, 
therefore, a serious omission from the 
point of view of engagements. 

The base of the placing index is the 
total of all engagements, including re- 
engagements. If allowance could be 
made for reengagements by subtract- 


York: Industrial Relations Counselors, 1934, P- 17% 
note 2. 
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umber of reengagements from 
ngagements, such an allowance 
raise the level of the placing in- 
e the number placed by the 
would be lowered little, if 

reas the total number of place- 
would be reduced greatly by the 
ion. In view of the fact that re- 
ements are different in nature 
engagements of new employees, 
no useful purpose, in most 
uld be served by clearing en- 
nts of former employees through 
anges, it is fitting to exclude 
ements made through the ex- 
Records are kept of engage- 
here it was known that the man 
to his last employer. Not all 
gements are with the last em- 


Still, this available figure ap- 
ites closely to reengagements, 
restimating their number if any- 
On this basis, the placement 
od at 33 in 1935 as against the 

) given above.’ 

Knowing that in 1935 the exchanges 
2,512,391 vacancies which were 
33° of the total new engage- 

le, it would be interesting 
hat parts of the labor mar- 
centralized in the exchanges. 
iation by industries is available 
1935 (Table Il). The Ministry of 
Report for that year carries 
‘Industrial Analysis of Vacancies 
1,” which reads in part: 


\t the beginning of the year certain 
nges were made in the method of record- 
incies filled according to industries 

triai groups. The object was to se- 

re detailed information with regard 
extent to which the employment ex- 
nge service is used by different indus- 
i employers and to the directions in 
placing work of the exchanges 

ght profitably be developed. . . . Plac- 


f Labour Report for 1935, p. 13. 
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ing indices for individual industries are now 
available for the first time. 10 


TABLE I] 


PLacinc InpEx By INDUSTRIES, 1935 


3uilding 22.8 
Local government 58.3 
Hotels 38.7 
Distributive trades $3.9 
Public works contracting 45.1 
Transport and communication 16.4 
National government 66.4 
Engineering 32.6 
Shipbuilding and ship repairing 23.1 
Food, drink, and tobacco 29.4 
Agriculture ° 
Cotton 18.4 
Private domestic service ? 
Miscellaneous textiles 30.9 
Clothing 24.2 
Metal manufacture 29.1 
Construction and repair of motor vehicles $¢..0 
Entertainment and sport 24.6 
Gas, water, and electricity supply 46.9 
Mining and quarrying 16.4 
Commerce, banking, insurance, and professional 27.3 
Wool 31.1 
Paper, printing, etc. 18.7 
Electrical apparatus 37.0 
Miscellaneous metal wares 29.5 
Furniture making, upholstery, etc. 20.3 
Pottery and glass 29.8 
Laundries, dyeing, and dry cleaning 36.5 
Chemicals 39.2 
Bricks, cement, artificial stone, etc. 21.5 
Boots and shoes 23.4 
Leather and leather goods 21:2 
Sawmilling 18.4 
* The total number of labour engagements in these groups cannot 
be ascertained as completely as those where the employment is 


insurable under the Unemployment Insurance Acts, and conse- 


quently accurate placing indices cannot be evaluated 


Note: The table includes men and women only. The 
industries are arranged according to the total number 
of vacancies filled beginning with building, 234,632 
vacancies filled, and ending with sawmilling, 5,417 
vacancies filled. 

Source: Ministry of Labour Report for 1935, p. 14. 
The analysis by industrial groups shows 
a range within the total placing index 
from 66.4 for national government to 
16.4 for transport and communication 
and for mining and quarrying. This val- 
uable breakdown of the placing index, 
with analysis of six of the thirty-three 
industrial groups, is the nearest ap- 
proach to a published statement of 





10 Idem. 
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what parts of the labor market are cen- 
tralized in the exchanges, and why. It 
recognizes the need for such analysis to 
supplement general statements about 
the total number of placements. 

The placing index is also available by 
sex and juveniles (Table III), which 
shows an index consistently lower for 
men than for the other groups in the 
last four years. Indices by geographical 
divisions, which were calculated for 
1935 but not published, are not given 
here, for the table would involve much 
explanation; the indices vary widely, 
reflecting a variety of situations. There 
are no placing indices by occupations. 
Although the placing indices would 
presumably vary widely here, too, there 


TABLE III 
Pracinc InpeEx For Men, Women, Boys,* aANnp 
Girts* 
Men Women Boys Girls 
1932 18.8 32.1 36.0 42.3 
1933 21.0 36.0 43.2 46.9 
1934 22.1 37.1 38.1 37.9 
1935 24.5 36.4 30.8 29.9 


* Under 18 years. 


Source: Ministry of Labour Reports for 1933 and 1935. 


is no reason to think that the index for 
unskilled occupations would be higher 
than for skilled. In fact, the tendency 
might well be for a higher proportion 
of skilled occupations to go through the 
exchanges than of unskilled." 

It is often thought that exchanges do 
more business when there is relatively 
little unemployment than when there 
is a great deal. Aside from the fact that 
in depression there are fewer jobs being 
filled, there is also the consideration 
that presumably when labor is plenti- 
ful informal methods of engaging labor 
flourish. But if, because many people 
are already working, the mere sugges- 
tion of a vacancy does not attract suit- 


11 Chegwidden and Myrddin-Evans, op. cit., discuss 
this point, p. 175. 
12 In August and September, 1936, the writer visited 
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able applicants, the employer must 
resort to more formal means, such as 
advertising or calling an agency, a up. 
ion, or the employment exchange. The 
counter influence is that in some situa. 
tions the number of applicants may 
become so large as to be a great incon- 
venience, making it desirable to call 
central bureau for a few “likely” ap- 
plicants. The net tendency toward the 
exchanges, however, is probably greater 
in good times than in bad. But this con- 
nection of exchange work with the state 
of employment is not illustrated by any 
of these figures, either for districts with 
different rates of unemployment or for 
the country as a whole in different 
years. This is hardly surprising con- 
sidering the unlikelihood of any series 
of figures reflecting only the factor of 
the relative scarcity of labor. 


The Service Offered by the Exchanges 


Employers are influenced in decid- 
ing whether or not to use the exchanges 
by the quality of the service and by the 
work in developing business, that is, 
in persuading employers to use the 
exchanges. 

The points that are decisive in the 
quality of the service are what might 
be called the organization of the work 
—the placing techniques that are used 
—the physical equipment with which 
to do the work, and, perhaps most im- 
portant, the personnel of the ex- 
changes. The question of the quality 
of the service is a matter of judgment, 
and a judgment which cannot be made 
adequately short of working in the ex 
changes and knowing many employees 
and work people. The comments here 
are not intended as a final judgment, 
but only as a first approximation.” 


Headquarters in Montagu House, the Divisional 
Offices in London and Leeds, four exchanges '" 
London, and three exchanges in Leeds. 
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rganization of the work seems 
[here is adequate clerical staff to 
routine work so that vacancy 
are free to specialize on their 
work. The interviewing, tele- 
and record-keeping arrange- 
seem sensible, designed so that 
ancy officers can fulfill their jobs 
etting the most suitable people to 
ancies quickly. The application 
and notices of vacancies carry 
sential information. For inexperi- 
juveniles the school record is the 
ne of the application. This, to- 

er with interviews with parents and 
is considered more practical 

than psychological testing. 
systems are used to co- 
ite exchange areas so that vacan- 
tified in one area can be filled 
ple registered in another area if 
be. Clearing arrangements reach 
itome of efficiency in London, 
eprinters have been recently 
illed to coordinate continually some 
fty-six exchanges. The clear- 
blem in London is serious. ‘The 

he exchange areas are natur- 

w in a big city and, unless 
quick clearance of unfilled va- 
workers and jobs are coordi- 

in small administrative 

Only for the building trades, 
nd catering trades, and, to some 
thee work and women’s needle 

s the labor market for all Lon- 
ntralized in the first instance in 
ized exchanges, each serving one 

ly. Specialization by industry 

e general exchanges is carried 

tar as the size of the exchange 

. The Divisional Offices fill some 
tive posts directly, for they often 
luable contacts with business 
perhaps have better judgment 

till more confidence than a local 
nge. Visiting employers serves to 


improve the quality of the placing work 
as well as to increase business. Most 
placing clerks do not themselves visit 
employers but get information about 
the nature of the vacancy to supple- 
ment the specifications given, when the 
vacancy is notified, from the records of 
visits by the officers higher up. 

The quality of the physical equip- 
ment is uneven. About one-half of the 
premises are old buildings adapted as 
exchanges and therefore often unavoid- 
ably unattractive and awkwardly ar- 
ranged. In Great Britain there are in all 
448 exchanges and 736 small offices and 
branches. Because of expense, it is a 
slow process to get buildings designed 
for the purpose of being employment 
exchanges. The new buildings are at- 
tractive red brick and well planned. 
The building program allows for a few 
new buildings each year. The practice 
of interviewing over the counter except 
in cases which call for private inter- 
views is considered quite satisfactory. 
In the vacancy sections seats are pro- 
vided for waiting applicants. 

The permanent personnel of the 
exchanges is selected through civil 
service. Executive posts are filled by 
promotion from the lower executive 
grades, and these in turn from the 
clerical grades. The lowest grade execu- 
tive post can also be entered by people 
under twenty-five years old through an 
examination which apparently only a 
person with education of university 
quality could pass. The clerical grades 
are entered through an examination of 
clerical ability. Placement work is 
frequently done by persons in the 
clerical grades. There is some oppor- 
tunity to select those with a knack for 
placement work because the employ- 
ment clerks may be assigned to either 
the insurance or the vacancy section. 
It would seem that the employment 
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clerks would lack the necessary knowl- 
edge of industry to do good placement 
work, but they are supposed to pick 
up the necessary information from the 
older people working with them. As 
they do no visiting, they have not this 
means of gathering industrial informa- 
tion. The salaries on the face of it 
would seem too low to attract capable 
people. An employment clerk doing 
vacancy work could get as little as 
£95 a year. But a foreigner, unless 
conditions in the country are thor- 
oughly understood, is in no position to 
judge salary scales. 

The size of the staff is adjusted nicely 
to fluctuating volume of work by em- 
ploying temporary clerks. When the 
business in an exchange has changed so 
that it is of a quantity and quality 
which calls, according to departmental 
rules, for more clerks, the exchange 
manager employs them as would any 
employer, without going through civil 
service. It is customary to engage them 
through the exchanges. The size of the 
permanent staff is adjusted to the 
lowest foreseeable amount of business. 

A bit of evidence as to the efficiency 
of the exchanges in placing is the pro- 
portion of vacancies which the ex- 
changes fill of the total number notified 
to them. The figures (Table IV) show 
that, in 1932, 92 out of every 100 jobs 
which were sent through the exchanges 
were filled. When the complexity of 
placing work is considered, this unques- 
tionably is a high proportion. The 
exchanges cannot prevent all failures to 
fill vacancies, such as qualifications 
which cannot be found among the 


available labor, or wages or conditions 
of work which no one is willing to ac- 
cept. The drop since 1932 is probably 
due to the increasing relative scarcity 
of certain kinds of labor. This propor- 
tion is clearly not an automatic check 





of efficiency. But no exchange service 
which filled consistently well over 80% 
of the jobs notified could be considered 
poor. On the other hand, this evidence 
and the impression from seeing some 
exchanges, together with the fact that 
the exchanges do a large volume of 
business, filling over 2,500,000 vacan- 
cies a year, points to the conclusion 
that the service offered must be at 
least reasonably good. 


Development Activities of the Exchanges 


The question of persuading more 
employers to use the exchanges js 
answered by development work super- 

TABLE IV 


Ratio oF VACANCIES FILLED BY THE EXCHANGES TO 
Vacancies OF Wuicu Tuey ReEceEIvep 


NorTIFICATION 
Date Percentage Date Percentage 
1922 83.3 1929 87.3 
1923 84.9 1930 89.6 
1924 85.2 1931 91.9 
1925 86.5 1932 92.0 
1926 87.3 1933 90.2 
1927 87.2 oo 87.7 


1928 87.8 935 86.3 
Sources: Chegwidden and Myrddin- Evans, op. cit., 
p. 175; Ministry of Labour Report for 1935, p. 11; 
percentage for 1933 computed from figures in the 
Ministry of Labour Report for 1933, p. 17. 
vised by one official in each division. 
The work consists in visiting employers 
and in publicity through posters, films, 
and folders mailed to employers. 
The visiting is done largely by 
managers and supervisors, who give al 
least ten hours a week to the work, anc, 
in the larger exchanges, by officers who 
give full time to the work. A file 
holding a card for every employer in 
the area covered is in the exchange. 
Sometimes the small employers, em- 
ploying less than five, or even ten, 
depending on local conditions, are 
covered less methodically. The card 
carries detailed information about em- 
ployment, including “‘Firm’s Normal 
Method of Engaging Labour.” There 
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a file of Employer Analysis cards 
ng the number of wholly unem- 
yed insured work people engaged by 
ths, and whether through the 
hange or from other sources, whether 
new employees, and whether 

locally or from other districts. (See 
Appendix, p. 103.) This is invaluable 
material as a basis for visiting. A record 
| visits by exchange officials is kept 

his second card. The divisional 
fice gets a report of the visiting work 
six months. The placing index, 
from this information about 

who returned to work on the 
Employer Analysis cards, is reported 
month. Interpreted in the light 
imstances, the index is a good 

le to exchange efficiency, and has 

n d’étre as an administrative 

The officer in charge of devel- 

can work with the exchanges 

basis of this exact information to 

ve the quality of the visiting, 
that sufficient time is being 

ven to development work, and can 
weak spots in the placing work. 
I;mployers are urged to use the ex- 
nges to decrease their own trouble 
expense in finding workers and 
reduce the hardship on the 
ployed of searching blindly for 
The goal is to persuade em- 

yers to place as a sign an enamel 
paper card supplied by the 

nge reading: APPLICANTS FOR 
YYMENT SHOULD APPLY AT THE 
MPLOYMENT EXCHANGE. ‘This an- 
ement means that the employer 
engaging all his people through the 
earest employment exchange. The 
hanges do not state the use of these 
nibus” cards in figures, but give 
amples of firms which use them and 
ay that the practice is increasing. In 
me cases the personnel manager 

mes regularly to the exchange to 
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interview. The saving to the employer 
is particularly great when there is a 
shortage of some type of labor locally. 
Then the exchanges can find people 
through their transference machinery 
for the whole of Great Britain. Em- 
ployers who use the exchanges exclu- 
sively intend to do so, of course, in bad 
times as well as good, feeling that a 
permanent relation with the exchanges 
gives them better service in the long 
run. Visiting work is also done by the 
development officer in the divisional 
office who deals in the first instance 
with particularly important employers. 

The other publicity is subsidiary to 
visiting. The leaflets, which are well de- 
signed, are mailed to employers by the 
exchanges; bright colored posters are 
in the exchange office windows and in 
such places as railroad stations; and a 
film is shown at the cinemas. The film, 
“*Workers and Jobs,” a picture of differ- 
ent exchange activities, is managed by 
a film distributing agency. 

In considering the activity of the ex- 
changes in placing and promotional 
work, it is important to emphasize the 
businesslike attitude which prevails. 
Charts of the course of vacancy work 
are on the walls in the offices of most 
managers and supervisors. The remark 
of one supervisor is typical: “I know 
that if I don’t make a go of this section, 
it will be given to someone else.” 

The turbulent war years and the hec- 
tic nineteen-twenties with insurance 
work pressing the exchanges handi- 
capped the work of “organizing the 
labour market more efficiently.” Since 
about 1930 the aspects of insurance 
which have injured placement work'® 
have been removed, while the initial 
advantage remains of having the labor 
13 Such as pressure of work due to a changing law and 
the “genuinely seeking work” clause which forced 


tramping. 
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supply automatically registered, that 
is, all those insured. (The uninsured 
may register if they wish.) This more 
settled state of affairs has been reflected 
in increased emphasis on development 
work. There has been no dramatic ef- 
fort to increase business by building 
adequate quarters all at once, by in- 
stituting exhaustive specialized work in 
placing, or by abolishing fee-charging 
agencies. The placing business of the 
exchanges has grown on its own merits, 
that is, without any compulsion on em- 
ployers and without any compulsory 
interference with other methods of en- 
gaging labor. Employers who choose to 
engage labor through the exchanges do 
so because the exchanges are useful to 
them. 


Are the Exchanges Successful? 


Success is relative to expectations. 
Those who thought that through the ex- 
changes seasonal unemployment could 
be reduced, casual work could be made 
continuous, and mobility between occu- 
pations and areas greatly facilitated, 
have been disappointed. The exchanges 
have been useful in such readjustments 
to varying degrees, but they have cer- 
tainly provided no cure-alls for the diffi- 
culties. For example, the effect of 
exchanges on regularizing casual work 
has been virtually nil; on the other 
hand, in moving people from depressed 
areas the exchanges have been useful. 
The exchanges of course can only trans- 
fer workers when there are jobs avail- 
able and can only transfer workers who 
are able to fill the jobs. To select the 
outstanding instance, young people 
from the north who can be employed 
in the newer, light mechanical and serv- 
ice industries of the south are trans- 
ferred when openings occur. On the 
other hand, older miners permanently 
out of work present a problem that 


cannot conceivably be solved by the 
exchanges. Thus, if readjustments jn 
the labor market are practical and are 
attempted, the exchanges serve as 
sources of exact information and offer 
the machinery through which the 
schemes can be carried out. 

Those who expected that the ex- 
changes would be beneficial by merely 
being clearing houses for the labor mar- 
ket as it is feel that much has been 
accomplished. With 33% of the labor 
market going through the exchanges, a 
proportion which is growing steadily, 
an impressive coordination of the labor 
market is being effected. The employers 
who engaged over 2,500,000 workers 
through the exchanges, found better 
workers or found suitable workers with 
less trouble and expense—or both— 
than they would have through other 
means, or they would not have used 
the exchanges. The 2,500,000 workers 
were directed into the jobs in a busi- 
nesslike manner with no expense to 
themselves. 

But, most important, this section of 
the labor market moved close to un- 
employment insurance, a relationship 
which is essential to sound unemploy- 
ment insurance administration. Here, 
again, the exchanges have not solved 
the problem completely by offering jobs 
rather than benefits, or in testing every- 
one’s willingness to work; they cannot 
cure unemployment and, in order to do 
good placement work, they must send 
the most suitable workers to apply for 
the job, and only incidentally test 
willingness to work. Although the limi- 
tations of the exchanges in offering men 
work instead of benefit are now well 
established, there is not the faintest 
thought in England of administering 
insurance through exchanges which do 
not act as placing agencies. During the 
period when the problem of unemploy- 
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nsurance was being sounded to 
ths, the view of the National 

ieration of Employers’ Organiza- 
s this: 


indispensable condition of the ef- 
.dministration of Unemployment 

e that the administering authority 

be in a position to test the bona fides 
imant. In normal times the ability 
er the claimant a job is the best test, 
is essential the exchange should not 
w of vacancies, but should... 
the more intimate knowledge of 

try, its conditions and its person- 

t specialised exchanges can afford." 


Employment Offices in the United States 


In the United States, as in England, 
many buyers and sellers of labor can be 


d by a coordinated labor market, 
ployment insurance administra- 
1 will be strengthened if supple- 
ted by placement work, and the 
yment offices can provide the 
facilities for handling any 
al labor market readjustments 

ire undertaken. 
Confidence in the employment offices 
| good administration are conditions 
The feeling that public em- 
ent offices can only be loafing 
for ““‘bums”’ is no more wide- 
1 in the United States today than 
in England in 1912. The position 
e United States as to administra- 
t similar to that in England, 
for the standards of public 
inistration here do not, in general, 
ire with those which prevailed in 
1 when the exchanges started in 
1909. Ihe situation in the United 
is very uneven. The United 
Employment Service (which 
t operate permanent offices 
and a few State Employment 


Unemployment Insurance, National Con- 
Employers’ Organisations, London, 


Services are good administrative agen- 
cies. These “‘good”’ agencies show signs 
of exceptionally vigorous and imagina- 
tive administration and would come off 
well in a comparison with British 
Employment Exchange administra- 
tion. The administration of employ- 
ment offices in many states, on the 
other hand, is pitiful; but this is not 
inevitable. 

If the sturdy usefulness of a system 
of public employment offices is realized, 
industry through active interest in 
constructive legislation and through 
influence on advisory councils will 
promote good administration. Good 
administration will, in turn, result in 
confidence in the employment offices. 


APPENDIX 


INFORMATION ABOUT PLACES OF 
EMPLOYMENT 
1. £. D. 20 card (Copy of items with 
abbreviations written out; one section 
omitted) 

Employer: 

Address: 

Telephone Number: 

Business (of Firm or Department): 

Date established: 

Department of Employment Ex- 
change mainly concerned: 

Industry Letters :" 

Department, Head of Department, 
Staff Engaged by: 

Main Class (or Grade) of Business 
(e.g., high class, medium, etc.) and 
short description of any distinctive 
types of Goods produced: 

Approximate Numbers Employed: 


Date Men Women Boys Girls Total 


Whether Trade Union, mixed or non- 
Trade Union Establishment: 


January, 1924. 
16 Exchange code number. 





104 
Special Conditions of Employment: 
Trade Seasons: Special Types of 


Workpeople Employed: 

Firm’s Normal Method of Engaging 
Labour (e.g., Employment Exchange, 
Trade Union placing agreement, Trade 
Union Shop Stewards, Foreman, stand 
or market system, press advertise- 
ments, the works’ gates, juveniles 
direct from schools, etc.): 

Types of Machines Installed (if 
important from placing standpoint): 

Whether Enamel Plate or Card" (a) 
Exhibited, (b) Declined, (c) Discon- 
tinued (give dates): 

Scope for Employment of Trainees or 
Transferees: 

Any Other Information Useful to 
Canvassing or Vacancy Officers (in- 
cluding any major industrial and tech- 
nological changes or developments, 
especially those which have an impor- 
tant bearing on types of work people 
required): 

2. £. D. 21 (Description) 

Like E. D. 20 through “Industry 
Letters.” 

Table giving the following informa- 
tion by months, with totals for 6 
months: 

‘Total Vacancies Filled,’ for men, 
women, boys, and girls, with men and 
women divided into A and B, B being 
reengagements where the employer 
asked specifically for the worker sent. 


16 Announcing exclusive use of the exchange. 


Harvard Business Review 


“Vacancies Cancelled,” for men, 
women, boys, and girls. 

“Analysis of U. I. 40 Cards except 
those returned by Temporarily Stopped 
and Casual claimants (From Other 
District engagements, if known, to be 
shown in RED). U. I. 40 is the receipt 
for the employment book; a U. I. 40 
card comes to the exchange for every 
insured worker when he is engaged. 
The analysis is made for men and 
women, and, under each, whether for 
old or new jobs, and for jobs ‘*‘ found” 
or placed by the exchange. 

A section for canvassing notes, with 
the following information to be filled 
in for each visit: date of visit, name and 
rank of canvasser, person seen and 
position held, reason for visit, brief 
report on visit, ““E. D. 20 Entered up to 
date (initials).” 

‘““Other Notes”’: 


3. Summary of Employers’ Analysis 
Card, E. D. 21 (Description) 


This is a summary by industry, of 
the E. D. 21 card made by every office. 

At the bottom is given the total 
number of employers using the office 
and the number not using it; also a 
summary of canvassing, showing first 
visits in the period and repeat visits, 
distinguishing visits to employers using 
the office, not using the office, and to 
employers using the exchange office 
exclusively. 


17 Abbreviations written out. 
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THE LITERATURE OF BUSINESS HISTORY 


BY N. 


The Nature and Ideals of Business 
History 
USINESS history is a study of 
the service that business has 
rendered to society and of the 
advantages that have accrued to busi- 
ness men. It deals with facts and 
factors in the development of business 
organization and administration. The 
administration is made up of policy 
formulation and actual management 
in the fields of production, marketing, 
and private finance. 

On the side of organization, business 
history resembles commercial history. 
On the side of administration there is 
no close parallel, though there may be 
when the history of political or govern- 
ment administration gets under way. 
Professor T. F. Tout made a beginning 
along this line in the medieval field, 
but he did not fully emancipate him- 
self from constitutional history. His 
students and followers in England and 
America may go farther. 

The general aim of business history 
should be primarily to discover and 
record facts for the use of all. An 
important secondary service will be to 
promote the profession of business in 
so far as it will provide knowledge 
of the past and a general perspective of 
business in the social field. 

To some, business history will find 
its hero in business itself, that is, the 
unit which struggles to serve and to 
gain. To others—-those who take a 


th tr . ~ inti 

Ch cago: Private printing by the Alexander Legge 
Memorial Committee, 1936. 

* Joseph Gilpin Pyle. Garden City, New York: 
Dout leday, Page & Company, I9I7. 


S. B. GRAS, HENRIETTA M. LARSON, RALPH M. HOWER, 
FLORENCE EDLER DE ROOVER, AND J].OWEN STALSON 


personal view in history—business 
history will be the collective biography 
of business leaders. Many business 
men, perhaps almost all, will take this 
latter attitude, while students will be 
inclined to the former. A good example 
of the very personal attitude is found 
in Forrest Crissey’s Alexander Legge, 
1866-1933.' Less extreme examples of 
the type are Pyle’s The Life of James J. 
Hill,? Kennan’s £. H. Harriman,’ and 
Adler’s Jacob H. Schiff.' 

The kind of business historical work 
that is most needed today is the history 
of individual firms, whether in the 
form of biography or not. In many 
cases, particularly in early business, 
the core of a business is a man. We 
shall not enter into the controversial 
question whether the firm is bigger 
than the individual. It is enough to 
know that, if the work is biographical 
in form, the emphasis should be on the 
business itself. In such a history there 
should be a balanced treatment of all 
elements in the organization and, above 
all, of how the administration 1s 
carried on. In writing such a history, 
the author should examine both inside 
and outside sources of information. A 
firm history that is written without a 
careful study of accounts, correspond- 
ence, and minutes is likely just to be a 
popularization of the obvious and the 
erroneous, and therefore unworthy of 
serious consideration. In America, un- 
til the New Deal reintroduced social 


3 George Kennan. Boston: Houghton, Mifflin Com- 


pany, 1922. 
4Cyrus Adler. Garden City, New York: Doubleday, 


Doran & Company, 1929. 
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animosities and put business upon the 
defensive, there has been an increasing 
willingness to open to well-qualified 
research workers the records even of 
existing and active firms. 

A recent history of a business that 
follows the biographical form is Dr. 
Larson’s Jay Cooke.® The firm of Jay 
Cooke and Company engaged in the 
business of private banking, particu- 
larly selling securities. After the fashion 
of the time, still followed in private 
banking, the firm operated under the 
form of a partnership and Cooke him- 
self had been trained in an earlier and 
similar firm. Nearly all the business 
of the firm turned on the activity and 
personality of Jay Cooke. From Ober- 
holtzer’s earlier work,® we know a good 
deal about the part played by the firm 
in the financing of the Civil War and 
something about the later financing 
of the Northern Pacific. From the 
interesting volume written by Dr. 
Larson, based upon family material as 
well as business records, we learn about 
the organization of the firm, its policies, 
and its management. We see above all 
how Jay Cooke pioneered in this 
country in the introduction of the 
active phase of the banking business, 
that is, in the introduction of financial 
capitalism. Only by a study of the 
personalities in the firm can we under- 
stand what took place at a crucial 
time in our national affairs and in our 
business history. 

Another sober history of business 
that is couched in the form of a biog- 
raphy of a business man is Dr. Porter’s 
John Jacob Astor.” Astor is a fine 


example of an American sedentary 


’ Henrietta M. Larson, Jay Cooke, Private Banker. 
Harvard Studies in Business History. Cambridge: 
Harvard University Press, 1936. 529 pp. $5.00. 

§ Ellis Paxson Oberholtzer, Jay Cooke, Financier of 
the Civil War (Philadelphia, 1907). 
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merchant who through his own efforts 
built up a fortune for himself and 
helped make New York City a great 
commercial emporium. By an amazing 
sense of merchandising, he chose the 
cheapest market in which to buy and 
the dearest in which to sell. He could 
give the most detailed instructions 
to his captains and supercargoes and 
then at the conclusion of his instruc- 
tions put in a clause allowing the 
greatest latitude when freedom was 
necessary. He had a genius for business 
tactics that was equalled only by his 
uncanny ability in business strategy. 
He could foresee major changes in 
business that hardly a modern business 
man, with his expert advisers and his 
complicated charts, could discern. 
When strength was failing, he shifted 
from commerce to real estate, and put 
himself and his family in a position to 
profit by the developments in New 
York City which he himself had helped 
to create. In times of prosperity he 
always prepared for depression. When 
trouble came along, he was ready to 
buy up titles and properties that 
others had too greedily or ineptly 
aspired to. He helped them out of their 
difficulties by buying what they so 
sorely needed to sell. Let us not 
regard him as a conscious benefactor, 
for he was entirely selfish, but, fortu- 
nately for society, intelligently selfish. 
Dr. Porter has been not uncritical of 
either his subject or the records which 
he used. Fortunately, the Astor family 
placed at his disposal all available 
records. This fact has enabled the 
author to explode myths and misstate- 
ments so often repeated with relish. 


7K. W. Porter, John Jacob Astor, Business Man. 
Harvard Studies in Business History. Cambridge: 
Harvard University Press, 1931. 2 vols. 1353 pp. 
$10.00. 
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Dr. Porter’s next book, now in press, 

; entitled The Jacksons and the Lees: 
Two Generations of Massachusetts Mer- 
-hants It deals with sedentary mer- 
chants operating from more northerly 
bases. Like the Astor volumes, the two 
devoted to the Jacksons and Lees 
reproduce many records, especially 
‘ters, so that future students may 
idge for themselves. These records 
ave been made available by Mr. 
ifenry L. Shattuck and others in New 
England. Mercantile apprenticeship is 
illustrated by these pages in an unusual 
fashion. Material for our early trade 
with India is made available for the 
first time. The struggles to make 
profits in distant foreign trade, with 
both successes and failures, are here 
set forth effectively and illuminatingly. 
The theme is the formulation of 
profitable commercial policies and the 
management of the various elements 
available for this purpose. As Marx 
pointed out, such extended trade be- 
tween culturally diverse peoples is one 
of the types or stages in the history of 
commercial capitalism. Only we wonder 
whether in this case it was the cul- 
turally superior civilization (New Eng- 
land) that was “exploiting” the 
culturally inferior peoples (Indian and 
Chinese)! 

Some day we shall be able to write 
histories of industries. But, you say, we 
already have, for instance, the history 
of manufacture, commerce, transporta- 
tion, agriculture, and labor. These are 
found in the Carnegie volumes by 
Clark, Johnson, Meyer, Gray, Com- 
mons, and others. In addition, there are 
histories of the industry of banking 
which are of great value to business 
history, though in them too much 
emphasis is placed upon the constitu- 


*K. W. Porter, The Jacksons and the Lees: Two 
Generations of Massachusetts Merchants, 1765-1844. 


tion and officers of a bank, and not 
enough upon its functions. 

We do not have such industrial his- 
tories in mind as part of the literature 
of business history. We have a narrowe! 
conception of industry, thinking rather 
of the meat industry, the rayon indus- 
try, the airplane industry, the steam- 
ship industry, the advertising industry, 
and so on. Moreover, ideally, the 
history of such an industry would be 
written only after the histories of the 
individual units, or the most typical 
of them, have been compiled, and 
would be based upon them. For in- 
stance, the history of the American 
meat-packing industry in the United 
States could be written effectively, 
under this concept, only after we have 
histories of small concerns and medium- 
sized firms and, of course, histories of 
Swift, Armour, Wilson, and Cudahy. 
In other words, this field of industrial 
history, within the province of business 
history, has not yet been begun. ‘There 
is not a little in favor of beginning with 
banking, insurance, and marketing; the 
first two because we know much in a 
general way about the background and 
because banking and insurance firms 
are interested in their history; the 
third, because it is so important. By 
the marketing industry is meant not 
the function of marketing, but the 
group of firms devoted primarily to 
sales—wholesaling and retailing. 

After we have available many bi- 
ographies of business men, firm his- 
tories, and industrial histories (as 
redefined), we shall be in a position to 
generalize more broadly, in particular 
about changes and developments. Not 
even a specialist in business history 
will want to carry volumes of details 
in his memory. The details must be 


Harvard Studies in Business History. Cambridge: 
Harvard University Press, 1937. 2 vols. 
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grouped in a convenient manner and in 
a way that is significant. Already we 
have business cycles,® secular trends” 
in prices and business, longer periods of 
economic change such as the commer- 
cial, industrial, and now transportation 
and communication revolutions, and, 
beyond these, broad frameworks of 
cultural periods into which all economic 
events fit as parts of a general pattern. 
All these generalizations as to change 
are already available and are being 
used, though much remains to be done. 
At the moment, the most useful con- 
cept seems to be the secular trend 
in business as a pattern of business 
cycles and as a challenge to business 
administrators. 

Other general studies are topical and 
might as well arise in the field of busi- 
ness economics, except that they havea 
developmental aspect. Let us take but 
a few examples. Business men have 
been aided through the centuries by 
agents and in recent generations also 
by auxiliaries or advisers. In the latter 
group are engineers, office management 
experts, and industrial counselors. Just 
how their development has fitted into 
recent business changes is not clear, 
but the information available indicates 
that it is important. The history of 
private financing is almost unknown, 
except for the age of corporations, and 
that only in part. The rise of specializa- 
tion a century ago and the return toa 
combination of functions by a single 
firm is known only in a very general 
way. Among important recent develop- 
ments the contributions of financial 


9W.L. Thorp, Business Annals. New York: National 
Bureau of Economic Research, 1926. 380 pp. $4.00. 
1 N. D. Kondratieff, ‘Die longen Wellen der Kon- 
junktur,” Archio fiir Soctalwissenschaft und Soztal- 
politik, vol. Ivi, pt. 3 (1926), pp. 573-607; S. S. 
Kuznets, Secular Movements in Production and Prices. 
Boston: Houghton Mifflin Company, 1930. 560 pp. 
$3.50. 
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capitalism are unknown in any bal- 
anced fashion. 

Although financial capitalism is re- 
cent and very much with us—though 
whether as a declining type is not yet 
clear—still we have but little knowledge 
about its operation except evidence 
mixed up with one-sided examination, 
prejudice, and calumny. Many are the 
writers who have eagerly accepted Con- 
gressional reports as evidence, but 
would hesitate to draw conclusions 
about marriage solely from divorce 
cases. The only way to form any opin- 
ion about this form of capitalism is to 
learn from the banks concerned about 
the financing of business. The inside 
story has never been written. How 
many times business firms have been 
saved by banks is never considered; 
that this is a continuous and continuing 
process is not understood. It is quite 
easy to find the faults of financiers— 
and they have been many, but perhaps 
not on the whole important; it is diffi- 
cult to get the other side of the story 
because bankers are not vocal or willing 
to enter the arena of public discussion 
to present facts in their own favor. 

Of the many books written on one or 
more aspects of financial capitalism by 
Moody,'! Brandeis,!* Corey,'® Wink- 
ler,'4 and others, there is not one that 
even attempts to give an unbiased 
opinion. Dr. Larson’s work, already 
referred to, is unbiased, but it deals with 
the dawn, not the maturity of the sys- 
tem. What we need is a history of 
J. P. Morgan and Company, Kuhn 
Loeb, Lee Higginson, Kidder Peabody, 


1 John Moody, The Truth about the Trusts (New York, 
1904). 

12 Louis D. Brandeis, Other People’s Money. New York: 
F. A. Stokes Company, 1932. 275 pp. $2.00. 

13 Lewis Corey, The House of Morgan. New York: 
G. Howard Watt, 1930. 479 pp. $5.00. 

4 John K. Winkler, Morgan the Magnificent. New 
York: Vanguard Press, 1930. 313 pp. $3.50. 
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to present as much of the inside story 
as existing records show, of how a great 


and a few other investment banking 
firms, and also a history of the First 
National of Boston, and other commer- 
cial banks. To be of any use, such 
histories must be written by outsiders 
using inside material and gathering 
information from individuals who know 
the working of the institutions con- 
cerned. Let one firm break through the 
field, so raked with bullets, and others 
may follow. Let the blunders, stupidi- 
ties, selfish acts, and dishonesties be 
disclosed, for they are there; but, also, 
let the strength, courage, and service 
to business be displayed in all their 
fullness. The black deeds will, I venture 
to guess, be merged with the white on 
the whirling disc of many activities to 
form a light gray. Such a record is 
about normal among social institutions. 
One work that will be helpful in 
studying the history of financial capi- 
talism is now in press. It is the history 
of The Massachusetts-First National 
Bank of Boston, 1784-1934.'*° This 
volume emphasizes the functions per- 
formed by the oldest New England 
bank from the early days of discounts 
for local merchants to the time when 
the bank was lending for purposes of 
all kinds of business and forspeculation, 
and also was carrying on a trust and 
investment business. It had become 
a part of Wall Street, that is, of the 
financial capitalism of America. 
Unfortunately for the general reader, 
the period in the history of the bank 
that is covered most fully by this vol- 
ume ends with the Civil War. Unfortu- 
nately for the general reader, also, but 
fortunately for the serious student, is 
the fact that a large part of the book is 
devoted to records and statistics. At 
last, however, an effort has been made 


® Written by N. S. B. Gras; to be published by the 
Harvard University Press in the Harvard Studies in 
Business History, 1937. 
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metropolitan commercial bank has 
grown into the financial capitalistic 
system and into a position of domi- 
nance in the life of its region and 
community. 

The literature of protest against 
business is not directed exclusively 
against financial capitalism. Indeed, 
there runs a thread of opposition to 
business, particularly trade, through 
literature both classical and ecclesias- 
tical. In the last few generations the 
opposition to business has been taken 
over by socialists and social reconstruc- 
tionists. These have gone so far in 
scattered writings as to produce some- 
thing like a history of business, but 
have always pictured business as an 
exploiting monster. Any business man 
who has shown capacity, amassed 
wealth, broken through the restraints 
of local law and prejudice, and man- 
aged the elements at his command so 
successfully as to serve his customers 
and give his fellow beings a chance to 
earn a wage, is set down as a wicked 
creature slaying the innocents. The 
control that such a business man must 
exercise over his fellow beings is unin- 
telligently confused with exploitation. 
What literary translater would put 
down “‘exploitation” where only “con- 
trol” occurred in the original? Of 
course, there was some exploitation 
and there were selfish business men, but 
why color the whole by the part? Well, 
the answer is partly that only out of 
emotion can you create literature and 
propaganda. Let us weigh this thought 
with care, not here but each at his 
opportunity. 

The outstanding commentator in the 
field of business history, or at least on 
the fringes of it, is Werner Sombart, 
professor of economics at the Univer- 
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sity of Berlin. Since 1902 Sombart has 
written books on capitalism or pre- 
pared fresh editions of older works on 
the subject. He has dealt with the 
business man at work, chiefly from 
two angles—one, the capital he has 
used, and the other, the spirit that 
animates him. In contemplating the 
former, he found that the earliest 
medieval capital accumulations came 
from the rents received by urban land- 
lords—largely unearned social incre- 
ment. Thus, to Sombart business has 
had a historical base of unfairness or 
exploitation right from the beginning. 
Other scholars, however, have shown 
that Sombart was wrong, at least for 
the localities which they specially 
studied, for instance, Heynen in the 
case of Venice and Strieder in the case 
of Augsburg. 

More important than the urban 
origin of capital turned into commerce 
is the analysis of the mentality of the 
business man. Sombart was apparently 
the first to dissect the psychological 
drives and attitudes of the business 
man. His emphasis on the impersonal, 
rationality, planning, and the like 
seems to be on the whole well placed. 
Like the journalist that he always 
was, however, Sombart attached these 
qualities to the Jews in such a way 
as to lead his readers to believe that 
the Jews were the teachers and har- 
bingers of big business. Just recently an 
American scholar'® has shown that his 
leading example of such influence is 
incorrect. Sombart maintained that 
Amsterdam blossomed forth because 
the Jews flocked there in great numbers 
about 1600. Dr. Bloom has refuted this 
by his special study of the Jews at 
Amsterdam. 


'® Herbert I. Bloom, Economic Activities of the Jews 
of Amsterdam in the Seventeenth and Eighteenth Cen- 


In America the literature of protest 
against business was led by Miss 
Tarbell, Henry Demarest Lloyd, John 
Moody, and a number of novelists, and 
now dramatists are joining the chorus, 
The setting, if not the principal theme, 
is the unfairness of big business. Put 
the whole story together and you will 
have the history of American business, 
at least in its most flagrant, spectacular, 
and spicy moments. 

Perhaps by now it is obvious that 
there is really no literature of business 
history, though there is a literature on 
business history. To be sure, we have 
commercial histories that are valuable, 
especially in the medieval field. We 
have monographs that are indispensible 
and articles that are at least suggestive. 

In the initial process of building the 
framework of business history we may 
profitably consider what seem to be 
the chief difficulties in the process. 
First, there is the unpopularity of the 
interest of business among scholars. 
There is the old theological and classi- 
cal conception of studies that puts 
administration on a low level. This is a 
short-sighted and unscientific point of 
view which must be abandoned if prog- 
ress on this earth is to continue. Great 
summary concepts or laws have alone 
been considered important and worthy 
of discovery and elucidation. Under- 
standing within the walls of an acad- 
emy, a university, or a laboratory is 
the almost exclusive scholastic exercise. 
There are some, however, who know 
that doing and becoming, guiding and 
being guided, are continuous processes 
that constitute the greatest true reality 
in the affairs of man. Here we find 
business and business history occupy- 
ing a central part in the human fabric. 


turies. Williamsport, Pennsylvania: Bayard Press, 
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Second, a lack of interest on the part 
of older business men is a great draw- 
back. Men who have guided business 
have a deep appreciation of the impor- 
tance of their work: probably most of 
them believe in business biography but 
not in business history; most of them 
would collect items in the business field 
which are dramatic and catastrophic, 
but few would have any interest in 
preserving long series of records of their 
own businesses. 

Third, there is a lack of business 
records comparable to those accumu- 
lated and published over a period of 
several generations for political, con- 
stitutional, economic (public), and now 
cultural history. Here and there in 
various countries something is being 
done to make business records available, 
but the process is slow. The establish- 
ment of the Business Historical Society 
in Boston in 1925 is a pledge to further 
effort in the direction of‘collection and 
publication. 

Fourth, economic history seems to 
many to fill the historical void. This 
subject is so near to business history 
that its proponents fail to grasp the 
special problems of business history 
which are organization (particularly 
internal) and administration—accom- 
plishing things in business within the 
general framework of public affairs.” 


Particular Notices of Books in Business 
History 


Biographies and Firm Histories. The 
recent biography of Robert Brookings™® 
deserves a place in this review, not 
because it emphasizes Brookings’ busi- 
ness career, but rather because it 
exemplifies the contributions, both 
direct and indirect, which business 
leaders make to our social and cultural 
nistory. 


This section has been contributed by N. S. B. Gras. 
“Herman Hagedorn, Brookings: 4 Biography. New 


Brookings began his career in St. 
Louis in 1867 with Cupples & Marston, 
agents and wholesalers specializing 
mainly in household woodenwares. 
After a year in the warehouse he set 
forth as a traveling salesman, and in 
1871 he was made a partner in the 
Cupples company. By 1895 he had 
brought the firm to a position of over- 
whelming dominance in the wooden- 
ware trade, made a substantial fortune, 
and constructed Cupples Station, the 
world’s first great combination of rail- 
road terminals and warehouses. 

Driven by what his biographer re- 
gards as a passion for creative activity 
and a growing awareness of social re- 
sponsibilities, Brookings retired from 
active business in 1895 and devoted 
himself to re-founding the moribund 
Washington University. Here, as in 
all his undertakings, Brookings re- 
lentlessly sought information, deter- 
mined needs and problems, obtained 
the required funds and personnel, and 
finally created an effective organiza- 
tion. Once a project was well under 
way, Brookings’ interest waned, for he 
regarded administration as routine and 
boring work. The World War drew 
him into the vaster field of public enter- 
prise, first as a member of the War 
Industries Board and subsequently as 
chairman of the Price Fixing Commit- 
tee. This experience crystallized his 
growing concern about economic and 
social problems, and paved the way 
for his work in establishing the three 
institutes which eventually were com- 
bined in the Brookings Institution. 

In his educational and government 
activities Brookings leaned heavily on 
the material wealth and priceless expe- 
rience which he gained in business. Not- 
withstanding its basic importance, his 


York: The Macmillan Company, 1936. 345 pp. 
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biographer has slighted his business 
career in order to stress his achieve- 
ments in public affairs. This is un- 
fortunate, for it is apparent that his 
business experience was more interest- 
ing, important, and socially fruitful 
than Brookings himself ever realized. 
Until Brookings’ business life receives 
detailed and accurate study, we cannot 
have a full-length portrait of the man. 

The few pages in the present biog- 
raphy which relate to Brookings’ ac- 
tivities as a merchant show little 
understanding of the material and sug- 
gest that the author too often drew 
upon his own imagination to fill gaps 
in the evidence. Brookings is described 
as realizing (p. 27) “that this mysteri- 
ous thing called merchandising or trad- 
ing, was just buying and selling, no 
more,” as estimating (p. 52) annual 
sales of woodenware at ten times the 
firm’s total capital, and analyzing 
(p. 112) the Cupples drayage expense 
account on the balance sheet! The 
historical background is equally in- 
accurate, for we find such erroneous 
statements as the following (pp. 46-47) : 
‘the ethics of business . . . were high 
in this western country, even in the 
wild new towns. Merchants understood 
the value of a good name and paid their 
bills.’” Dates are rarely given except in 
chapter headings, and even these are 
unreliable. 

As indicated above, the real value 
of the book is that it shows how experi- 
ence and profits derived from business 
are made to produce significant results 
in such fields as education—to con- 
tribute to social and cultural progress. 
Within the limits set by the author it is 
readable and informative. Some readers 
may wonder what would have resulted 


% William T. Hutchinson, Cyrus Hall McCormick: 
Seed Time, 1807-1856. New York: The Century Com- 
pany, 1930. 503 pp., $5.00; and Cyrus Hall McCor- 
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if Brookings had recognized that busj- 
ness itself offered ample scope for his 
ambition to improve economic and 
political conditions. What if he had 
realized that business administration 
is seldom routine and, at its best, 
demands wisdom, creative talent of 
the highest order, and a broad social 
point of view? He had encountered 
ignorance, selfishness, and waste in 
public enterprise as in private, and he 
might well have perceived that the 
evils arose less from systems than from 
human nature. The difficult but really 
great task would have been to reform 
private enterprise from within its own 
ranks. Brookings’ actual achievements 
indicate that he could have made such 
an effort yield fruit. 

The most recent biography of Cyrus 
Hall McCormick” stands in direct 
contrast with that of Brookings. Writ- 
ten by a general historian, it is primarily 
concerned with McCormick the man 
rather than the business institution he 
built; but, while McCormick’s non- 
business activities were fully as inter- 
esting and important as those of 
Brookings, his biographer has recog- 
nized that neglect of the business phase 
would leave his portrait seriously 
incomplete. Consequently we have two 
scholarly volumes, fully documented, 
setting forth in great detail every phase 
of McCormick’s life, including his 
multifarious industrial, commercial, 
and investment interests—a rich source 
of nineteenth-century business history. 

The story of the invention of the 
mechanical reaper is fairly well known 
in outline; but, in addition to clearing 
up many disputed questions, Professor 
Hutchinson shows how McCormick 
was, unlike most inventors, a very 


mick: Harvest, 1856-7884. New York: D. Appleton- 
Century Company, 1935. 807 pp. $5.00. 
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practical business man, capable of 
handling the manufacturing and selling 
problems involved in making an inven- 
tion available for general use. Indeed, 
by 1849, McCormick the inventor had 
really been supplanted by McCormick 
he business executive, working with 


the energy of two men to manage all the 
complexities of his business interests. 

Students of business policy will find 
in this study plenty of useful material. 
In the first part of his business career 
McCormick won success because he 
exercised more foresight than his rivals. 
Later on, he seems to have progressed 
more by sheer momentum and power 
than by brains. In contrast with 
his previous record, he was not dealing 
methodically with projects and prob- 
lems; he was not intelligently planning 
and coordinating his work; and he was, 
as a result, making mistakes—from the 
point of view of both his own interests 
and those of society. 

McCormick was a full generation 
older than Brookings, and the careers 
of the two men reflect the difference. 
McCormick was typical of the nine- 
teenth century giants who made Amer- 
ica~—enterprising, tireless, reckless in- 
dividualists, who seemed to be obsessed 
with determination to get things done 
quickly at any price. He died before 
some of the unfortunate consequences 
of this procedure had become apparent; 
but we can hardly blame the men of 
his generation for their inability to see 
into the future. Unaware of long-range 
effects on society, they were determined 
idealists as surely as those among us 
today who harp on the social point of 
view. The present generation is not 
the first to have good intentions 
socially nor is its optimism necessarily 
better based on clear foresight. 

From the standpoint of business 
history this life of McCormick leaves 


much to be desired. The material on 
manufacturing, advertising, and selling 
is not well assembled and analyzed. 
There are only tantalizing bits of 
information on factory management, 
accounting, finance, and general ad- 
ministration. Even so, there is a wealth 
of factual material on business pre- 
sented without bias, with a general 
historical background which is both 
accurate and fairly complete. On the 
whole, Professor Hutchinson has made 
a valuable contribution to the literature 
of business history. 

It is an encouraging sign of a 
developing interest in business history 
that some of the minor men and firms 
are beginning to receive attention. So 
much has been written about such spec- 
tacular figures as Commodore Vander- 
bilt, Jay Cooke, Fisk, Gould, Morgan, 
and Rockefeller that we usually forget 
the great army of lesser business men 
who have been so essential to our 
economic life. Few people have heard 
of James Talcott, but recently a very 
readable story of his life and his 
business has appeared*® which opens 
a new vista in our business annals. 

A Connecticut Yankee by birth, 
James Talcott began his business 
experience in New York City in 1854 
as selling agent for a New Britain 
knitting mill which his brother man- 
aged. Within five years he was selling 
for other firms and thus became a dry 
goods commission merchant. As the 
century drew to a close and business 
conditions changed, he began to em- 
phasize the advance of cash against 
merchandise and accounts receivable, 
in addition to handling the clerical de- 
tail of foreign and domestic shipments, 
providing showroom and storage facili- 


2 William Hurd Hillyer, James Talcott, Merchant. 
New York: Charles Scribner’s Sons, 1937. 204 pp. 
$3.00. 
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ties, and selling goods. Just as his 
functions multiplied, so his field of 
operations expanded from textiles to 
various lines, including books, glass, 
metals, paper, petroleum, rubber, and 
other commodities. 

The growth of his firm in recent 
years under the management of James 
Talcott’s son may be judged from the 
steady rise of its volume from $11,200,- 
000 in 1926 to over $82,000,000 in 1936, 
with current operations running at the 
rate of over $100,000,000 per year. 
Today this business (primarily the 
purchase of receivables) is known as 
factoring, though the modern factor 
bears only a slight resemblance to his 
medieval namesake; and it has gained 
an important place in our credit 
structure, taking over much of the 
business which commercial banks for- 
merly handled for small enterprises. 
In consequence, James Talcott, Mer- 
chant, shows concretely a long-time 
change in the structure of business 
which had generally escaped notice 
even by business men in fields closely 
related to factoring. 

Unlike the studies of Brookings and 
McCormick, James Talcott, Merchant, 
goes beyond the subject as a man 
to emphasize the business institution 
which he created. In this respect it 
offers an excellent model for future 
business biographies. In other ways it 
is not exemplary: the historical back- 
ground is at some points seriously in 
error, and there is not nearly enough 
factual detail about any aspect of the 
Talcott business. But one obtains from 
it a good picture of an interesting and 
thoroughly fine man, and there are 
enough glimpses of policy-making, ad- 
ministration, and customer relations 
to make the book well worth reading. 


Erich Roll, 4n Early Experiment in Industrial 
Organisation, Being a History of the Firm of Boulton 
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At first glance a new book on the 
eighteenth-century firm of Boulton & 
Watt may seem like old stuff. There 
has long been a_ tendency among 
students of the Industrial Revolution 
to plow again the familiar fields with- 
out yielding much that is really new 
or important. Not so with Dr. Erich 
Roll whose study?! fully warrants 
mention here even though it appeared 
several years ago. The main title of his 
book, An Early Experiment in Indus- 
trial Organisation, is misleading, for the 
developments related were no more 
experimental than any ordinary indus- 
trial undertaking; the chief interest is 
scientific factory management rather 
than industrial organization; and the 
author goes well beyond the field of 
production to consider marketing and 
general business policies of the firm. 
But there is no mistaking the impor- 
tance of this contribution. It goes right 
to the heart of business administration 
and shows concretely, as few other 
industrial histories have ever done, the 
problems and achievements of an 
individual firm in a period of rapid 
technical development. It is a striking 
indication of the vast amount we have 
yet to learn about the Industrial 
Revolution, despite all the research 
which it has received; and it indicates, 
too, that most of this unexplored 
territory lies in the field of business 
history. 

Using original company records ané 
correspondence, Dr. Roll indicates how 
Boulton’s contribution to the steam 
engine has been seriously underesti- 
mated. Unlike McCormick, Watt was 
utterly incapable of putting his inven- 
tion into commercial production. As 
Watt himself recognized and as his- 
torians generally have failed to see, It 


& Watt, 1775-1805. London: Longmans, Green & 
Company, 1930. 336 pp. $5.00. 
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was largely Boulton’s unflagging energy 
and courage, his organizing genius, and 
his tactful handling of the tempera- 
mental and despondent Watt which 
made the steam engine practically 
available. We are shown, too, how the 
firm progressively applied a combina- 
tion of an analytical approach and 
crowing empirical knowledge in man- 
aging its business. Gradually it evolved 
an effective specialization of processes 
and division of labor, standardization 
of parts and simplification of product, 
rational plant layout, methods of com- 
pensating labor to improve output, 
and other managerial principles. Credit 
for much of the progress in the direc- 
tion of scientific management seems to 
belong to the sons of the partners, 
James Watt, Jr., and Matthew Robin- 
son Boulton. Until 1795 the firm had 
operated largely as consulting engi- 
neers, and when it finally took over 
complete production, the sons designed 
the factory and organized operations. 
Especially noteworthy is an excellent 
chapter devoted specifically to the 
firm’s business policy. 

The evidence presented does not 
fully support Professor Smith’s sweep- 
ing assertion in the introduction that 
“there is, in fact, nothing in the details 
of the most progressive factory practice 
of to-day that the two sons had not 
anticipated,” but most of their manage- 
ment is surprisingly modern in princi- 
ple. Nor, as the author admits, does 
this study prove that modern scientific 
management stems directly from the 
eighteenth century. We do not yet 
know the extent to which the mana- 
gerial achievements of Boulton, Watt 
& Sons were emulated in other British 
factories: the general assumption has 
been that Britain has imported scien- 
tific management from America within 
comparatively recent times, and frag- 


mentary evidence suggests that this 
view is fairly well founded. Possibly 
the impetus given by the Boulton & 
Watt firm, unsupported by aggressive 
management and checked by deep- 
rooted industrial practice, failed to 
influence contemporary manufacturers. 
Certainly the advances in factory 
management made by such men as 
Eli Whitney and Cyrus Hall McCor- 
mick were not widely adopted in 
nineteenth-century America until Tay- 
lor reduced them to a formula. 

Dr. Roll deals briefly but effectively 
with the various administrative prob- 
lems of the firm, its finances, and its 
accounting. His book helps to fill a 
serious gap in the history of the 
Industrial Revolution. 

The appearance of a scholarly his- 
tory of the Quaker Oats Company” has 
marked a significant contribution to 
the kind of industrial history suggested 
in the introduction of this review. 
Indeed, Professor Thornton found it 
necessary to reconstruct in outline the 
development of the entire oatmeal 
industry in order to show the emer- 
gence of Quaker as the dominant firm. 

The pioneer merchant miller of 
oatmeal in the United States was a 
German, Ferdinand Schumacher, who 
began commercial production in 1854 
and for more than forty years was 
acknowledged the dean of the industry. 
Scotchmen, arriving by way of Canada, 
quickly recognized the commercial 
opportunities which lay in their tradi- 
tional native food and entered into 
vigorous competition. Before 1886 the 
total productive capacity of the oat- 
meal industry had become double the 
consuming demand. The industry was 
easy to enter at this time, the absence 


2 John Thornton Harrison, The History of the Quaker 
Oats Company. Chicago: University of Chicago 
Press, 1933. 290 pp. $3.00. 
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of packaged oatmeal and advertised 
brands enabled the wholesalers to take 
full advantage of the producers, and 
ruinous competition ensued. 

The formation of the Oatmeal Mill- 
ers’ Association in 1886 gave rise to 
hopes which rapidly faded as price 
agreements were broken almost as 
soon as they were concluded. A pooling 
arrangement, known as the Consoli- 
dated Oatmeal Company, was then 
launched (1887) by a majority of the 
firms which had comprised the Asso- 
ciation. But new mills sprang up as 
fast as the Consolidated bought or 
leased the old ones, the constituent 
companies cut prices in spite of repeated 
fines levied by the pool, and state 
legislation against pooling agreements 
gave the coup de grace to this second 
attempt at cooperation. In 1888 seven 
members of the Consolidated company 
chartered the American Cereal Com- 
pany, a holding corporation which soon 
took over the direct operation of the 
mills it owned. Although it possessed 
considerably less than half the total 
capacity of the industry, the new 
concern acquired the oldest and strong- 
est units, including the F. Schumacher 
Milling Company and the Quaker Mill 
Company which owned the now famous 
Quaker trade-mark. Its management, 
moreover, was aggressive and intelli- 
gent: high-cost mills were closed, proc- 
esses were improved, and production 
generally was made more efficient; and 
the sale of packaged oatmeal under the 
Quaker brand was pushed by spirited 
national advertising. The success of the 
new organization was almost immediate 
and continuous, both as the American 
Cereal Company and as the Quaker 
Oats Company which it became in 
1906. Judging by names, the Scottish 
element in the management has pre- 
dominated since about 1899. Certainly 
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the management reflects all the tenac- 
ity, common sense, and profitable 
enterprise with which tradition endows 
the Scot. 

Professor Thornton had access to 
company records and was able to 
interview many of the men prominent 
in the industry and in the Quaker 
company since the 1870's, so that his 
book is, to a large extent, written 
realistically from an internal point of 
view, and he has managed to show 
much of the personalities behind the 
historical developments. He has not 
neglected to consider business policies. 
His account, however, is by no means 
ideally complete. There is little on the 
financial side beyond data concerning 
the company’s capital structure; the 
discussion of production is limited 
largely to brief description of processes, 
technical advances, and data on vol- 
ume, with nothing on factory manage- 
ment and not much more on labor 
relations; although there is a lively dis- 
cussion of advertising and an illuminat- 
ing account of marketing the company’s 
products in foreign parts, domestic 
sales organization and management 
have been neglected. Many readers will 
regret the paucity of dates in the 
description of advertising and _pro- 
motional devices, and they will wonder 
at the relative amount of space (nearly 
one-fourth of the text) devoted to the 
history and properties of oats and 
oatmeal. 

But such shortcomings only appear 
when this volume is compared with an 
ideal business history which has not 
yet been written. We now have 4 
published factual history where none 
existed before, one which recognizes 4 
business firm as a proper subject for 
historical research. The method is 
sound, the point of view interested but 
unbiased, and the literary style attrac- 
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tive. Would that there were even a 
mere dozen other company histories 
as got dd. 78 

Life Insurance. The American life 
insurance companies would seem to 
fer a rich field for the business 
historian. They have great age, many 
well-preserved records, and an interest 
in their own background. Many Ameri- 
can life insurance companies will cele- 
brate their first centennials during the 
next decade; all these companies have 
data on certain aspects of their busi- 
ness in unbroken series from the first 
day of operation; and it is of course 
well known that these companies are 
proud to have served several genera- 
tions of policyholders through many 
trying periods of business. Yet these 
inducements to the historian have not 
resulted in the production of many 
good company histories nor in a good 
history of the industry itself. 

There is no actual lack of company 
histories, but they are, for the most 
part, obviously unsatisfactory as busi- 
ness history. Typically they lack full- 
ness, candor, and conviction. In seeking 
to explain this unhappy situation, it is 
hard to avoid the conclusion that the 
purpose and manner of the writing is 
at the root of the matter. Most com- 
pany histories are patently but part 
of the company advertising program, 
and as such have been rather hastily 
thrown together by some one within 
the company who had been with the 
concern for some time or who was 
relatively free from pressing duties, but 
who had no particular qualifications 
for the task. The volume thus pro- 
duced apparently was expected to be 


Chis section has been contributed by Ralph M. 
iower, 
‘Jan es M. Hudnut, Semi-Centennial History of the 
‘ew York Life Insurance Company, 1845-1895. New 
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bare of detail, anecdotal, and laudatory 
of past and present officers of the 
company, and to put the company in a 
favorable light. The result was too 
often a wordy, discursive, inconse- 
quential sketch. 

A notable exception is James Hud- 
nut’s History of the New York Life 
Insurance Company,** which was pub- 
lished more than 35 years ago. This 
volume is rich in detail, clearly based 
upon long and careful study of number- 
less company documents, books of 
account, and correspondence; it gives 
the reader a feeling of having en- 
countered genuineness and complete- 
ness. One or two other company 
histories might perhaps be mentioned 
in the same breath with Hudnut, but 
they are by no means of the same 
quality. 

Not long ago the New England 
Mutual Life Insurance Company issued 
its history under the title, The First 
Hundred Years.*> The writing was in- 
trusted to an experienced journalist 
who consulted some of the company 
officers, as well as the minutes of the 
board and other records, in preparing 
himself to fulfill his assignment. But 
the result, while it is indeed pleasant 
reading and while it does give a clue 
here and there to the real history of the 
company, lacks most of the attributes 
which make Hudnut’s history impor- 
tant. Yet I feel sure that the author 
accomplished precisely what his em- 
ployers required of him, for to anyone 
who is familiar with this company’s 
advertising during the past, it is abun- 
dantly clear that the history is but a 
fuller, more colorful restatement of a 
much-used theme in its advertising, 


York: The Company, 1895. 417 pp. 

25 Sydney A. Clark, The First Hundred Years of the 
New England Mutual Life Insurance Company, 
1835-1935. Boston: The Company, 1935. 135 pp. 
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namely, that the New England Mutual 
has been safe and sane through many 
periods when business men, and even 
the government itself, seemed to shy 
at sensible conduct in financial affairs. 
We cannot quarrel with the truth of 
the theme; I, for one, believe it to be 
no misstatement. But a history does 
not have a theme to illustrate; it has 
facts to report. Not just facts that 
bolster a point of view, but facts that 
reveal the many-sided nature of a great 
institution as it grew through the years, 
facts that make men and principles of 
business stand forth as vital and signif- 
icant factors in the development of that 
institution. Phillips, the founder and 
first president of the company, like 
other later officers who left their mark 
upon the institution, has not been given 
the notice he deserves. 

Much that has been said of The First 
Hundred Years applies with almost 
equal force to another recent company 
history, Protecting Three Generations.” 
This is the record of the State Mutual 
Life Insurance Company of Worcester. 
It, also, seems designed for easy read- 
ing. It was written by the company 
statistician, and perhaps for that rea- 
son it is more satisfactory from one 
point of view—it has the flavor of 
realism. It supplies facts about com- 
pany founders and developers, about 
specific policy contracts, and about 
specific selling problems; the result is 
a step in the direction of improved 
historical method. Yet it, too, lacks 
fullness; it leaves out so much which 
ought to constitute the very core of the 
narrative. And again I think we must 
judge the author in the light of the 
limitations imposed upon him by his 
employers. He could undoubtedly have 


26 William H. Cunningham, Protecting Three Gen- 
erations. Worcester, Massachusetts: State Mutual 
Life Insurance Company, 1935. 179 pp. 
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dug up details for the telling of a more 
complete story; he would no doubt 
have much preferred that course of 
action. However, before he or any 
other life insurance historian can choose 
to work along those preferred lines, two 
things must change: (1) the companies 
must be willing to be honest about 
themselves—they must want the truth 
about their past so much that they 
will be prepared to open their books to 
a competent historian; and (2) they 
must give the historian adequate finan- 
cial support—which means, chiefly, 
time in which to work—so that com- 
plete and unprejudiced reporting may 
take place. There are indications that 
one or two company managements are 
considering the preparation of their 
company histories under such condi- 
tions. The whole industry could profit 
from a courageous example of this 
kind. 

These inadequate histories, of which 
we have named two of the best, are not 
without their value. Many persons in 
reading them have been led, thereby, 
to an interest in the past experiences 
of the companies; some reminiscences 
have been recorded for future use; cer- 
tain useful data have been assembled. 
But we need to make a break with the 
traditions in this field of writing, a 
break away from the odd and the in- 
nocuous toward the pertinent and the 
significant, away from the repetition 
of the obvious and the known toward 
the unearthing of the important but 
obscure truths now buried under heaps 
of undigested records. In this process 
some money will be spent, some sweat 
will run, some toes will be trod on; but 
we shall secure descriptions of how men 
and companies grew, descriptions which 
will be good reading and valuable 
guides to executives who can learn 
from the experience of others. 
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The histories which we have been 
considering of course avoid documenta- 


tion like the plague; few of them ever 
attempt the true appraisal of per- 
sonalities involved in the narrative; 


and none brings out, if indeed it so 
much as mentions, the troublesome 
sides of the story, such as internal com- 
pany struggles. 

~ It has been pointed out earlier in this 
review that a good history of an indus- 
try can come only after there is a broad 
base of good histories of individual 
companies on which to build. By this 
time the reader will understand, in 
part at least, therefore, why it must be 
acknowledged that there is no good 
history of life insurance. Fowler” made 
a good beginning on the history of life 
insurance in this country and Knight* 
added something to the narrative, but 
neither of those writers has anything 
to say of developments during the last 
half century. 

Conscious of this condition, the 
American Conservation Company, as a 
part of its determined effort to make 
the industry see itself in the light of 
past experience, has brought out a fat 
volume called The History of Life Insur- 
ance in Its Formative Years.* As may 
be expected, this volume, also, suffers 
irom lack of facts about American life 
companies. But the volume is valuable 
for its extensive collection of pictures 
and facsimilies relating to personalities, 
scientific developments, early publica- 
tions, and public reactions to life 
insurance in the years while the institu- 
tion was coming into maturity in 
Europe. It can hardly be said that this 
material has been digested by one 
author and given coherence for his 
7]. A. Fowler, History of Insurance in Philadelphia, 
1633-1852 (Philadelphia, 1888). 899 pp. 
~ Charles K. Knight, The History of Life Insurance 


tn the United States to 1870 (Philadelphia, 1920). 


Io pp. 


readers. It is frankly a book which has 
been “‘compiled,” as its title page pro- 
claims. Neither author nor publisher 
claims anything which has not been 
delivered; nor would either profess that 
he has given us a history of the business 
as we should all like to see it produced. 

The method of the book seems to be 
to name, sometimes to describe, and 
sometimes partially to reproduce, the 
best known documents illustrative of 
the birth and growth of the life insur- 
ance idea. This is done in a roughly 
chronological order. There is much 
which is interesting as anecdote, much 
that reveals the public’s reaction to 
insuring lives and to life officers; but 
too great emphasis on the dramatic 
and on items only remotely associated 
with life insurance weaken the book’s 
accomplishment. 

The structure of the narrative is 
more of a hindrance than a help to the 
reader. One thing is clear, however: 
the historian of the future will be grate- 
ful to this book for suggestions about, 
and guidance to, much source material 
which he will have to examine and 
make mentally his own before he can 
tell the story of life insurance. This is 
no small service for a book to perform.” 


Foreign Business History: Italian 
Publications. Among European nations, 
the Germans and the Italians have 
taken the lead in the preparation of 
studies in business history. The Ger- 
mans have been more interested in the 
modern period. They have written 
biographies of individual merchants or 
firms ranging in time from the Fuggers 
of the sixteenth century, who have 
often been called the first “‘modern 
*? Terence O’Donnell, compiler, History of Life Insur- 
ance in Its Formative Years. Chicago: American 
Conservation Company, 1936. 844 pp. 


® This section has been contributed by J. Owen 
Stalson. 
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business men,” to Krupp and other 
business Titans of the present century.*? 

The Italians, on the other hand, have 
gone back to the Middle Ages in their 
historical studies of business. And 
rightly so, because, from the twelfth 
to the sixteenth centuries, Italians were 
the leading business men and financiers 
of Europe. It was Italian merchants 
and bankers who developed almost 
every phase of business procedure and 
technique that we take for granted 
today: mercantile credit, discounts, 
bills of exchange, checks, insurance, 
bills of lading, double-entry bookkeep- 
ing, integration, limited liability, and 
the joint-stock company. These are 
but a few of the contributions of Italy 
to modern business. Even a casual 
examination of Dr. Florence Edler’s 
Glossary of Mediaeval Terms of Business 
will show how large a percentage of 
English business terminology is of 
medieval Italian origin.*? 

Because the type of business biog- 
raphy written in Germany is similar to 
that found in America, and because 
Italy has contributed so much to the 
modern framework of business, we 
shall examine briefly the recent works 
of Italian scholars only. 

Italian interest in the history of busi- 
ness enterprise has been stimulated by 
three groups: the economic historians, 
the historians of commercial law, and 
the historians of accounting. In the 
first group, the outstanding name today 
is that of Armando Sapori, professor 
of economic history in the University 
of Florence. His great work, which is 
not yet completed, will be a definitive 
31 For a work in English on the Fuggers, see Dr. 
Mildred Hartsough’s translation of Jacob Strieder’s 
Jacob Fugger, the Rich. New York: Adelphi Company, 
1932. 250 pp. $3.00. 

32 Florence Edler, Glossary of Mediaeval Terms of 


Business: Italian Series, 1200-1600. Cambridge, 
Massachusetts: Mediaeval Academy of America, 
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study of the Peruzzi Company, one of 
the great international banking and 
mercantile houses of the fourteenth 
century. He has already published 
all the extant account books of the 
Peruzzi** and several short studies 
based upon them. Sapori has also pub- 
lished a book on another Florentine 
firm of the early fourteenth century, 
Francesco Del Bene and Co., importers 
and finishers of fine Flemish and French 
woolen cloths.** Long before the manv- 
facture of woolen cloth was an impor- 
tant industry in Florence, the dyeing 
and finishing of imported cisalpine 
cloths was a source of considerable 
wealth to the Tuscan city. This indus- 
try was controlled by the Calimala 
Gild. Basing his study on numerous 
extant account books of the Del Bene 
partnership, founded in 1318, Sapori 
has been able to reconstruct the busi- 
ness life of this small, but apparently 
typical, Calimala firm. Tables, which 
give ail of the expenses for certain lots 
of cloth from their purchase price in 
the Low Countries to their selling price 
in Florence, show that the net profit 
on each bale of cloth was about 12%. 

Another economic historian, Amin- 
tore Fanfani, professor of economic 
history in the Catholic University in 
Milan, has used the one surviving ac- 
count book of a merchant in Sanse- 
polcro as the basis for a most interesting 
and readable study of the business 
career of a typical fourteenth-century 
merchant in a small town.® ‘The 
accounts in the book were kept by 
Giubileo Carsidoni during the period 
1368-1396. They show that he started 


1934. 440 pp. $6.00. 
38 Armando Sapori, J libri di commercio dei Perux. 


Milan: Treves, 1934. 648 pp. L. it. 120. 

34 Una Compagnia di Calimala ai primi del Trecento. 
Florence: Olschki, 1932. 420 pp. L. it. 60. 

3% Amintore Fanfani, Un mercante del Trecenio. 
Milan: A. Giuffré, 1935. 124 pp. L. it. 10. 
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his business career as a retail cloth 
merchant, importing cloth from Flor- 
ence and elsewhere to sell in his shop. 
He was also a money lender on a small 
scale. Soon he had accumulated enough 
capital to export the dyestuff woad, 
which was the most important product 
of the region around Sansepolcro. 
Carsidoni imported for the local market 
everything that he thought he could 
sell—cereals, wine, oils, sugar, cattle, 
wool, slippers, copper, iron from Siena, 
and fish from Pisa. He formed partner- 
ships, of long or short duration, for 
much of this trade, especially in agri- 
cultural products and in metals. Later 
he became an industrialist on the side, 
manufacturing tiles and bricks. In 
short, he was a typical medieval mer- 
chant turning to every branch of 
business activity that offered any 
profit. And typical, too, of his class 
were his investments in houses, farms, 
and livestock, and his eventual with- 
drawal from trade to devote himself 
to his landed estates. 

Of the group primarily interested in 
commercial law, the person doing the 
most for business history is Mario 
Chiaudano, Professor of Roman Law 
in the University of Genoa. He is co- 
editor of a very important collection of 
Italian source material for economic 
and business history.** Chiaudano has 
already published a series of mono- 
graphs on Sienese and Florentine bank- 
ing houses of the thirteenth century, 
and he now has in press a detailed 
study of the most important bank of 
* Documenti e Studi per la storia del commercio e del 
diritto commerciale italiano, edited by M. Chiaudano 
and F. Patetta. Turin: S$. Lattes & Co. Eight volumes 
have appeared since 1934. 

“Mario Chiaudano, La Gran Tavola di Orlando 
Bonsignori. Turin: S. Lattes & Co., in press. 

“Guido Astuti, Rendiconti mercantili inediti del 
artolare di Giovanni Scriba. Turin: Istituto Giuridico 
della R. Universita, 1933. 65 pp. L. it. 12. 

“Il libro dell’ entrata e dell’uscita di una compagnia 
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that century, that of the Bonsignori, a 
Sienese family of international bankers, 
whom he has called ‘the Rothchilds 
of the thirteenth century.’ 

Another legally trained historian 
who has turned to business history is 
Professor Guido Astuti of the Univer- 
sity of Camerino. He has published a 
careful study based on the oldest 
medieval commercial accounts which 
have been found in Italy. They are the 
accounts of the division of profits made 
in 1157 and 1158 between a traveling 
and a stay-at-home partner.* By com- 
bining and skillfully interpreting the 
information about the partners given 
in the notarial acts and the accounts, 
Astuti has been able to reconstruct the 
commercial activities of two twelfth- 
century business men. He has also 
published the account book of a large 
Sienese mercantile company of the 
thirteenth century,** and has promised 
a detailed study of the organization 
and business activities of the company. 

The historian of accounting most 
interested in business history is Dr. 
Tommaso Zerbi, instructor in account- 
ing in the Universita Commerciale 
L. Bocconi in Milan. His first volume 
was a study of the activities of a private 
banker, who was also treasurer of the 
city of Piacenza in the fourteenth 
century. Zerbi has published the text 
of a double-entry ledger belonging to a 
Milanese partnership of the late four- 
teenth century—the earliest extant 
example of double-entry bookkeeping 
in private business. The Serrainerio 
mercantile senese del secolo XIII (1277-1282). Docu- 


menti e studi per la storia del commercio, V. Turin: S. 
Lattes & Co., 1934. 589 pp. L. it. 50. 

“Tommaso Zerbi, La banca nell’ordinamento finan- 
ziario visconteo, dat mastri del banco Guissano, gestore 
della Tesoria di Piacenza. Publications of the Istituto 
di ricerche tecnico commerciale of the Universita 
Commerciale L. Bocconi, Series II, no. 1. Como: F. 
Cavalleri, 1935. 269 pp. L. it. 30. 
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firm traded with Provence and Cata- 
lonia.*! A study*® of the organization 
and the commercial activities of the 
partnership based on the published 
accounts is already announced.* 


Books in Allied Fields. Several books 
have recently been published which, 
though not definitely within the field, 
have very much to offer to business 
history. A few such studies will be 
noted. Some have been made by 
economists and are, in general, con- 
cerned with discovering some regularity 
in fluctuations in business conditions 
and in the pattern of change in the 
business system. Others are the work 
of historians whose interest is not 
primarily business history. 

A most significant study of a vital 
aspect of business history is found in 
two volumes on Philadelphia prices 
by Anne Bezanson, R. D. Gray, and 
Miriam Hussey.** These volumes pre- 
sent an almost continuous record of 
price experience over 140 years in one 
of America’s most important business 
centers. A general price index is given 
and indices for imported and domestic 
commodities, for 9 major groups of 
commodities, and 25 groups which 
roughly parallel the classification fol- 
lowed by the United States Bureau of 
Labor Statistics. The authors do not 
attempt to explain price change, but 
they give comments of contemporaries 
which are very revealing. In chapters 
analyzing the price indices they exam- 
ine price changes, individual com- 
modities and groups of commodities as 
‘| J] mastro a partita doppia di una azienda mercantile 


del Trecento. Publications of the Istituto di ricerche, 
etc., Series II, no. 3, 1936. 255 pp. L. it. 25. 

"2 Tecnica mercantile trecentesca. Other recent or 
forthcoming publications of Zerbi’s are related to, 
but not in the field of, business history: Aspetti 
economtico tecnici del mercato di Milano nel Trecento 
Como: E. Cavalleri, 1936. 47 pp. L. it. 5. La genest 
della partita doppia. Como: E. Cavalleri, in press. 
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to monthly, seasonal, and short cyclical 
changes, and they also give some atten- 
tion to long-time movements and com- 
pare different commodities. Throughout 
these studies, the authors have con- 
tinually emphasized the fact that one 
of the significant characteristics of the 
price structure was its variability and 
diversity. 

A very stimulating book for the 
student of business history is Arthur F, 
Burns’ Production Trends in the United 
States Since 1870.* This is a statistical 
study of production in a large number 
of industries in the United States 
which has as its object to discover 
“such elements of order as have 
characterized the rapid development 
and changing content of our na- 
tional production of commodities and 
services.” 

This book is useful both as history 
and as theory. It emphasizes the 
“‘trend-cycles,” that is, the cyclical 
movements which are longer than the 
familiar business cycle. And it analyzes 
the actual changes in the pattern of 
production in the United States since 
the Civil War. A few of the author’s 
conclusions, tentative or otherwise, 
will show what the book has to offer. 

One of the outstanding character- 
istics of economic life in the United 
States in the period was that the total 
volume of production and the volume 
of major industrial groups both grew 
rapidly. But the rate of growth of 
general production and of individual 
industries has varied from time to 
time. Definite secular trends are ob- 


43 This section has been contributed by Florence 
Edler de Roover. 

“Prices in Colonial Philadelphia. Philadelphia: 
University of Pennsylvania Press, 1935. 464 pp. $4.0 
Wholesale Prices in Philadelphia, 178-1861. Phila- 
delphia: University of Pennsylvania Press, 1939. 
466 pp. $4.00. 

48 New York: National Bureau of Economic Research, 


1934. 395 pp. $3.50. 
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served. Peaks in the standard trend- 
cycle came in the decades 1875-1885, 
1895-1905, 1910-1920, and possibly in 
1920-1929. 

Periods of sharp advance in the 
trend of general production have, 
however, been characterized by so 
wide a divergence in the production 
trends of individual industries as to 
suggest a loss of balance, and then 
progress has invariably been checked 
by severe business depressions. Only 
one severe depression, that of 1893- 
1894, was not preceded by such a 
divergence in production, an exception 
which the author explains on monetary 
grounds. 

The life histories of individual indus- 
tries show that they practically never 
stand still, but that they either grow 
or decay. The percentage rate of 
growth tends to decline as the industry 
becomes older. There is considerable 
reason to believe that the life of the 
individual industry is becoming shorter, 
which the author attributes to the fact 
that an increasing share of our produc- 
tion is in the form of luxury or style 
goods. 

A volume entitled Fluctuations in 
American Business, 1790-1860, by W. 
B. Smith and A. H. Cole,“ considers 
certain aspects of business conditions, 
chiefly in the northeastern part of the 
United States before 1860. This work 
has two things to offer business history: 
(1) it presents several time-series on 
prices of railroad, insurance, and bank 
stocks, commodity prices, interest rates, 
and the sale of public lands; and (2) it 
contains discussions of these various 
series of figures, and provides short 
but comprehensive surveys of general 
business conditions and developments. 
ca Harvard University Press, 1935. 224 


"New York: Columbia University Press, 1935. 389 
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In her book on The New York Mer- 
chant on the Eve of the Revolution,” 
Virginia D. Harrington has contributed 
a significant type of study. She has 
drawn an excellent picture of the 
leading figure in the business of New 
York City in the quarter-century 
preceding the Revolution and one of 
the most important figures in the whole 
history of business. 

The business of the early merchant of 
New York was simple in organization 
but complex in function. A merchant 
might be importer, exporter, whole- 
saler, retailer, manufacturer, banker, 
commission agent, shipowner, and in- 
vestor, all in one. Specialization, which 
was to characterize American business 
of the next hundred years, was, how- 
ever, already in the making. 

Dr. Harrington brings out clearly 
the financial difficulties with which 
those merchants had to contend. The 
shortage of specie forced them to 
exchange goods for goods, which made 
it necessary for a merchant to carry a 
variety of merchandise and trade with 
different regions. And the prevailing 
debtor relationship with English mer- 
chants also forced the Americans to 
trade with other places than England 
in order to secure the means with 
which to maintain their credit with the 
mother country. This monetary and 
credit problem of the colonies has been 
treated fully and effectively by Curtis 
P. Nettels in his recent book on the 
Money Supply of the American Colonies 
before 1720.* Both studies point to the 
need of a better monetary and credit 
system in the colonies. Had com- 
mercial banks been allowed to develop, 
the credit problems of the colonial 
merchants could probably have been 
pp. $4.50. 


Madison: University of Wisconsin, 1934. 300 pp. 
$2.00. 
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handled to some extent at home and 
balances settled on account rather 
than in goods. But this did not come 
till after independence had been gained. 

There has, as yet, appeared no gen- 
eral survey of business history. A few 
recent economic histories may be noted, 
however, for what they contribute or 
fail to contribute on business history. 

One volume that merits honorable 
mention is Professor Heaton’s £co- 
nomic History of Europe.*® This is an 
unusually readable and _ satisfactory 
brief survey of European economic his- 
tory from the ancient beginnings to 
recent years. It is unique in its treat- 
ment of business. Professor Heaton has 
himself done research and writing in 
business history, so that he under- 
stands its point of view and methods 
and is acquainted with the work that 
has been done in the field. He sees the 
economic system as a functioning thing. 
His chapters on commercial and indus- 
trial organization, on both the modern 
and medieval periods, have much on 
business that is new and revealing. His 
treatment of banking, for instance, not 
only includes institutions or types of 
institutions generally overlooked but 
also shows the services or functions 
which banks and bankers have from 
time to time performed in a very com- 
plex business system. 

An interesting survey of American 
economic history is E. F. Humphrey’s 
An Economic History of the United 
States.*° This work is unusual in that 
the author has consciously attempted 
to give attention to the business man, 
his institutions, and his work. The 
period divisions of American history 
followed in this volume reveal an at- 
tempt to get at the reality of economic 
Herbert Heaton, Economic History of Europe. New 


York: Harper & Brothers, 1936. 789 pp. $3.50. 
8 New York: The Century Company, 1931. 648 pp. 
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history and not to follow traditionaj 
divisions based on political history, 
Humphrey shows no particular bias; he 
recognizes the evils of business but he 
also shows something of what business 
was doing and why evils arose. The 
author has started on a new road which 
is promising, and, though he has every- 
where been limited by the absence of 
adequate studies of business, his book 
is both useful and interesting as a gen- 
eral survey. 

Of a different type is F. A. Shannon’; 
Economic History of the People of the 
United States.*! On the history of busi- 
ness this book has little to offer. To 
begin with, its point of view on business 
is so one-sided as to be unscholarly and 
unreliable. It rarely mentions business 
since the Civil War except to damn it. 
The reviewer does not quarrel with 
what the author says about business— 
business history reveals much that is 
stupid, dishonest, and antisocial in 
business and it inevitably rouses chal- 
lenging questions—but there is more 
to business history than that. The 
inside problems of business as met by 
the manager or administrator, the 
strength or weaknesses of given policies 
at given times, the constant adjust- 
ment of organization and policy in 4 
dynamic condition of business, the 
myriads of forces to be reckoned with 
by the business man, and the influence 
of leadership in business—all these 
should be given some attention. [n- 
deed, it may well be said that a survey 
of economic history which does not get 
at the heart of business history fails 
as economic history. 

It may be answered that the limita- 
tions of space made such treatment 
impossible. This calls forth the question 
$3.75. 

51 New York: The Macmillan Company, 1934. 953 PI 
$3.75. 
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{ selection or emphasis. Shannon’s 
book treats fully of the political aspects 
of economic history. Public finance, 
tariff laws, and banking regulation are 
given at length, while the relationship 
between these and parallel develop- 
ments in private business is hardly 
indicated. Not a little space is devoted 
to political figures whose importance to 
economic history might be questioned, 
while men of tremendous significance 
in business are barely mentioned. The 
finances of the North during the Civil 
War are discussed at length, while the 
very significant developments in pri- 
vate business organization and policy 
are not mentioned. 

The failure of this work and others 
to portray the dynamics of economic 
history—not only the work of the 
business man but also of the laborer 
and the farmer—may have several 
sources. It may be due to the fact that 
many who have worked in economic 
history have come from other related 
disciplines, like political or social his- 
tory, and have not sufficiently oriented 
themselves in the new. The failure to 
get at the heart of business—the busi- 
ness man and his work—may in part 





be a result of a philosophy of material- 
istic (often geographic) determinism, 
popularized by Marx, which leads to 
an emphasis on great impersonal forces. 
To understand economic or business 
history we need to know not only the 
material forces at work; we must see 
men as human beings with a certain 
cultural equipment, striving within the 
limitations of the conditions and cir- 
cumstances under which they live and 
work to attain certain ends. 

The strongest reason, perhaps, for 
the poverty of surveys of economic 
history as regards business history is 
the fact that foundation studies have 
not existed from which business history 
could be properly written. The easily 
available source material, like census 
records, generally gives only the most 
obvious picture of the economic sys- 
tem; or, as in the case of government 
reports, it gives a much distorted pic- 
ture. It is not strange that sensational 
journalists or even serious students 
have failed to get a realistic view of the 
actual operation of our business system 
in the past.°*? 





52 This section has been contributed by Henrietta M. 
Larson, who has also had editorial oversight over the 
whole article. 
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